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Preface 


This work brings together some of the most up to date research in 
the application of operations research and mathematical modeling tech- 
niques to problems arising in supply chain management and e-Commerce. 
While research in the broad area of supply chain management encom- 
passes a wide range of topics and methodologies, we believe this book 
provides a good snapshot of current quantitative modeling approaches, 
issues, and trends within the field. Each chapter is a self-contained 
study of a timely and relevant research problem in supply chain manage- 
ment. The individual works place a heavy emphasis on the application. 
of modeling techniques to real world management problems. In many 
instances, the actual results from applying these techniques in practice 
are highlighted. In addition, each chapter provides important manage- 
rial insights that apply to general supply chain management practice. 

The book is divided into three parts. The first part contains chap- 
ters that address the new and rapidly growing role of the internet and 
e-Commerce in supply chain management. Topics include e-Business 
applications and potentials; customer service issues in the presence of 
multiple sales channels, varying from purely Internet-based to traditional 
physical outlets; and risk management issues in e-Business in B2B mar- 
kets. 

The second part of the book deals with problems of coordinating the 
activities of different players within the supply chain. Topics include the 
impact and management of uncertainty when selling perishable season- 
able products through mechanisms such as: advance booking discounts 
in the case of long replenishment lead-times; partial quick response poli- 
cies when a second ordering opportunity is available; and a stochastic 
programming based decision support system. Other topics included are 
the effect of revenue sharing on the purchasing behavior of a vendor; 
supply chain contracting and coordination with shelf-space-dependent 
demand; a fee-setting model to decide a manufacturer's compensation 
scheme for the services provided by its independent distributors; tacti- 
cal distribution planning with resource acquisition and deployment de- 
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sions; and mechanisms for controlling retail store-order variability to 
improve supply chain performance. 

Finally, the third part focuses on models and applications for supply 
chain planning and design. Topics explored include: the design of global 
facility networks; a planning model for multiple products manufactured 
across multiple manufacturing facilities sharing similar production ca- 
pabilities; models for evaluating logistics costs in a global supply chain 
in the aviation industry; supply chain models in the forest industry; and 
a study on the benefits of information sharing in the supply chain. 

This book can serve as a valuable reference for researchers in supply 
chain management as well as a reference text book for a graduate level 
reading course. 

All chapters in this book were thoroughly refereed by two anony- 
mous referees. We would like to take this opportunity to thank the 
authors of the chapters, the referees, as well as several Ph.D. students 
at the Department of Industrial and Systems Engineering at the Uni- 
versity of Florida, for their efforts. We would like to give special thanks 
to: Zuo-Jun “Max” Shen, Burak Eksioglu, Sandra Duni Eksioglu, Olga 
Perdikaki, Kevin Taaffe, M. Bayram Yildirim, and Joongkyu Choi. 


JOSEPH GEUNES, PANOS PARDALOS, AND EDWIN ROMEUN 


THE ROLE OF THE INTERNET AND 
E-COMMERCE IN THE SUPPLY CHAIN 


Chapter 1 


SUPPLY CHAIN INTEGRATION OVER 


THE INTERNET 


Hau L. Lee 
Graduate School of Business 
Stanford University 

Paule Stanford. edu 


Seungjin Whang 
Graduate School of Business 
Stanford University 

whang jn dos stanford edu 


Abstract Тһе Internet has emerged as the most cost effective means of driv- 
ing supply chain integration, We define e-Business as the marriage 
between the Internet and supply chain integration. We divide vari- 
ous forms of e-Business applications into three categories-e-Commerce, 
e-Procurement, and e-Collaboration, e-Commerce helps a network of 
supply chain partners to identify and respond quickly to changing cus- 
tomer demand captured over the Internet. e-Procurement allows cor 
panies to use the Internet for procuring direct or indirect materials, as 
Well as handling value-added services like transportation, warehousing, 
customs clearing, payment, quality validation, and documentation. e- 
Collaboration facilitates coordination of various decisions and activities 
beyond transactions among the supply chain partners over the Internet. 
"This article studies various e-Business applications and discusses the 
potential of e-Business for building intelligence and optimizati 


1. Introduction 


Supply chain management (SCM) shifts the unit of analysis from a 
plant, a warehouse or a company to the entire supply chain. Since a 
supply chain typically spans over multiple companies, SCM particularly 
highlights the importance of cross-enterprise coordination — in the name 
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of supply chain integration. But supply chain integration requires a cost- 
effective information system that links multiple companies. This need 
can now be met by the Internet. We term this marriage between supply 
chain integration and the Internet as “e-Business” Thus, e-Business is 
here defined as executing front-end and back-end operations in a sup- 
ply chain using the Internet. In a sense, e-Business is on the natural 
growth path of enterprise information systems that started with mate- 
rial procurement (MRP, material requirements planning), expanding to 
manufacturing (МЕРИ, manufacturing resource planning) and to intra- 
enterprise integration (ERP, enterprise resource planning). 
studies various e-Business applications and discusses the potential of 
e-Business for building intelligence and optimization 


2. Cross-docking Information Flows 


‘The Internet is an electronic link that ties different entities. But the 
Internet is neither the first nor the only electronic link. For example, 
EDI (Electronic Data Interchange) on VAN (Value Added Network) is 
another electronic link that preceded the Internet age. But the Internet 
has many more advantages-it is based on open standards and grants 
universal access to a wide audience (anytime, anyplace, anyone, almost) 
at a lower сом. But most of all, the key power of the Internet is a 
new system architecture consisting of a hub and spokes. To underscore 
this point, consider a hypothetical company called Acme that manufac- 
tures а product and sells through a traditional three-tier distribution 
channel-resellers, wholesalers and distributors. Consider the informa- 
Чоп flows through the supply chain. A customer places an order with 
the reseller, who finds that it does not have enough stock in its own ware- 
house. The reseller places an order with its wholesaler. The wholesaler 
in turn may order from the distributor, and so forth. This way, order in- 
formation flows sequentially through resellers, wholesalers, distributors, 
Acme, parts suppliers and logistics providers. At each step data are col- 
lected, batched, manipulated and transmitted multiple times, incurring 
cost and time delays. 

Interestingly enough, this inefficiency in information flows is analo- 
gous to that often observed in material flows. In the traditional three-tier 
distribution system, finished goods flow from the plant to the manufac- 
turer’s warehouse, then to the distributor's warehouse, the wholesaler's 
warehouse, the retailer's warehouse, and finally to its stores. In the 
process, logistics cost accumulates due to additional handling, multiple 
handoffs, document processing, transportation, warehousing, and exces- 
sive inventories throughout the supply chain. In the case of the gro- 
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cery industry, for example, this inefficiency previously resulted in over 
120 days’ supply of inventory and $30 billion of unnecessary cost (Kurt 
Salmon Associates Inc (1993)). One logistics solution is ‘cross dock- 
ing, by which products delivered from multiple plants to multiple 
tribution centers (DCs), or from multiple DCs to multiple retail stores, 
are re-assorted and transported to the destinations without staying at 
а warehouse. In a typical cross-docking scenario, a group of inbound 
single-SKU (stock keeping unit) trucks arrive from various manufactur- 
ers to one side of the cross-dock facility. The content is unloaded onto 
the dock, sorted, and redistributed in smaller lots to outbound trucks 
waiting on the other side of the dock. When the operation is completed 
in a matter of hours, outbound multi-SKU trucks leave for stores. This 
way the "time" dimension, along with its associated cost, is taken out of 
logistics. 

One can extend and apply cross-docking to information flows to derive 
the "information hub’ where information is instantaneously processed 
and forwarded to all partners upon arrival. The information hub (see 
Bock (1998) and Lee and Whang (2000) is a node in the data network 
where multiple organizations interact in pursuit of supply chain inte- 
gration. It has the capabilities of data storage, information processing, 
and push/pull publishing. The overall network forms а hub-and-spoke 
system with the participants’ internal information systems (ie. ERP 
or other enterprise systems) being the spokes (see Figure 1.1). The in- 
formation hub would be a web site or a central server on the Internet 
running an ERP system for the supply chain. Acme, if equipped with its 
front-end web interface and back-end supply chain integration operating 
through the information hub, represents a model of e-Business. 

Continuing with our Acme example, suppose a reseller places a replen- 
ishment order to Acme on the web. This order is captured at the hub. 
Following certain agreed-upon protocols, this order information is pulled 
by, or pushed to, relevant supply chain partners — Acme, suppliers, lo- 
gistics service providers, and financial institutions. The difference here 
is the real-time parallel processing of information, instead of sequential 
processing in the batch mode. Other interactions such as order tracking 
and forecast sharing сап be accommodated by this architecture. The 
hub architecture offers a new paradigm of coordinating the activities of 
the supply chain from end customers to different supply chain partners 
It makes the Internet distinct from other electronic links such as EDI 
over VAN. 
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Information. 
Hub 


Figure 1.1. The Information Hub 


3. Three Classes of e-Business Applications 


For convenience of discussion, we divide e-Business applications to 
three classes — e-Commerce, e-Procurement and e-Collaboration. We 
first provide a brief description of each class, followed by a full discus- 
sion of each. 


A. e-Commerce 
When a customer places an order on the web, the order triggers a series 
of transactions throughout the supply chain. A speedy and accurate 
execution of a transaction is perhaps the most fundamental form of in- 
teraction among supply chain partners. In addition, a cross-enterprise 
system is required to track the status of an order with one call, no matter 
which partner is currently holding the order. Lastly, after-sales service 
should be also captured as a component of supply chain integration, since 
it requires continuing interactions with supply chain partners and end 
customers. The information hub can offer a natural platform to capture 
the order, coordinate the activities, track the order status and deliver 
after-sales service. Besides tracking and executing order flow activi 
the information hub can also offer performance measures linked to the 
supply chain, such as lead time, quality and inventory turns. These ap- 
plications are called e-Commerce. 
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B. e-Procurement 
Modern manufacturing requires flexibility due to stiff competition, fast 
changing customer preferences, shortening product life cycle and product. 
variety proliferation. Along with dynamic capacity allocation, efficient 
material procurement forms a pillar to support flexible manufacturing. 
The ERP system addresses the needs of material planning, but execu- 
tion of procurement is outside the scope of a typical ERP system. The 
actual procurement process reaches beyond the enterprise level and re- 
quires extensive interactions with suppliers. The hub architecture again 
offers a favorable setting in which numerous buyers and sellers can find 
each other and transact according to some pre-specified protocols (gov- 
стей by the marketplace or traders’ internal rules). This we call e- 
Procurement. 


C. e-Collaboration 
Supply chain integration implies more than the traditional arm's length 
relationship based on market transactions among its partners. It often 
involves sharing of information and knowledge that used to be thought 
as proprietary or even strategic. Examples of the information being 
shared are sales data, inventory status, production schedule, promotion 
plans, demand forecasts, shipment schedule, and new product introduc- 
tion plans. Even further, supply chain partners can make joint decisions 
based on combined information and knowledge (Lee (1998). Without 
information sharing or joint decisions, for example, orders to the supplier 
tend to have larger variance than sales to the buyer, and the distortion 
propagates upstream in an amplified form — the phenomenon called the 
“bullwhip effect" (Lee, Padmanabhan and Whang, (1997). One way 
of mitigating the bullwhip effect is for partners to delegate the inven- 
tory decision either to the vendor (Vendor Managed Inventory) or to 
the buyer (Buyer Managed Inventory). The process of coordinating col- 
laboration can be readily facilitated by the Internet, and we call this 
application e-collaboration. 


These applications provide the base case for e-Business and a new 
generation of information systems. A common thread across these di- 
verse applications of supply chain integration is that it supports cross- 
enterprise coordination in a supply chain, beyond the traditional ЕЕР 
system. Depending on who controls the information hub, one can classify 
information hubs into three models — ‘e-Market’ serving as a marketplace 
for multiple buyers and multiple suppliers; *e-Buyer controlled by a sin- 
gle buyer for multiple suppliers; and ‘e-Supplier’ controlled by a single 
supplier for multiple buyers. Alternatively, one can divide information 
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hubs into ‘market-centrie’ (or many-to-many) and ‘company-centric’ (or 
one-to-many), depending on whether they are jointly or individually 
owned. 

Now we turn to a full discussion of e-Business that supports supply 
chain integration over the Internet. 


3.1 e-Commerce 


Our definition of e-Commerce goes beyond the Business-to-Consumer 
(B-to-C) interface to include the backend processing of transactions їп 
the supply chain as well. Indeed, the Internet provides а natural setting 
to link supply chain partners for delivering a product or service in tight 
coordination. Examples of e-Commerce include Amazon.com, eToys and 
E*trade. The example of Cisco serves as a case in point, 

Cisco Connection Online (CCO) is the largest e-Business site in the 
world, generating 80% of Cisco's revenue - over $15 billion in 1999. CCO 
is in essence an information hub that links Cisco with its customers 
CCO provides customers with almost everything they need to transact 
business with Cisco. Through ССО” self-service configuration and order 
placement system, customers can research pricing, estimate lead times, 
configure order status, access invoicing and account receivable informa- 
tion, and sign up for service. On the backend side, Cisco streamlined in- 
ternal operations of order fulfillment in full integration with its front-end 
order capture by extending its communications to roughly 100 contract 
manufacturers and suppliers. Once an order is placed through CCO, 
the backend operations are coordinated via the second hub SupplyWeb. 
More than 65% of the orders are directly delivered to the customers 
without Cisco employees ever physically touching them. The Internet- 
enabled capabilities have reduced order entry cycle time from 1 week to 
less than 3 days and order-acknowledgment cycle-time from 12 hours to 
2 hours. In addition, customer self-service enables Cisco’s sales force to 
focus more on the relationship aspect, rather than the administrative 
aspect, of its customer relationship. Since implementing ССО, Cisco's 
customer retention rate is a record 87% and they have experienced a 
52% improvement in customer satisfaction. Cisco's estimates of annual 
savings exceeded $800 million last year. 

Another cross-enterprise activity related to e-Commerce is order track- 
ing. Supply chain partners report their order status to the database at 
the information hub, so that the status is kept current no matter who 
is handling it at the moment. Several companies market technologies 
(e.g. Savi Technology) or services (e.g., Descartes) to track and trace 
orders and resources (like shipping containers) throughout the supply 
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chain. Data are entered into the system by scanners using bar-code 
or radio-frequency technologies at numerous checkpoints, forwarded to 
the hub and made available to authorized users. Many logistics service 
providers like Federal Express and UPS also offer order tracking sys- 
tems for partners to track and trace orders at all times — be it at a 
warehouse, at sea, at customs service, or on a truck to the customer. 
Thus, the platform allows supply chain partners to communicate in case 
of delays, shrinkage or discrepancies. Another example of an informa- 
Чоп hub for order tracking is BOG Gases, a distributor of industrial 
gases (Tedeschi (1998). The hub is accessible only to select BOG em- 
ployees, suppliers and customers. Through the hub, BOC's customers 
place orders to BOG by choosing from an online catalog of gases, and 
BOG in turn places orders to its suppliers. As the order progresses, 
suppliers and BOG update the order status. The information hub has 
cut administrative and inventory costs by avoiding miscommunication, 
while delivering enhanced service to customers 

Remote sensing, testing and diagnosis are additional examples of e- 
Commerce activity. Software companies like Norton offer a remote main- 
tenance service on PC products (e.g., tuneup.com). A subscriber of the 
service would allow the service center to remotely collect data on her 
computer. The service center (operating as the information hub) will 
electronically check her computer for computer viruses and terminate 
them if contamination is detected. They may also advise and help the 
subscriber to install software upgrades, hardware drivers, and program 
add-ons specific to her computer. Cisco represents another example 
of utilizing the hub structure for servicing products. According to the 
"Autotest" program, Cisco's suppliers run software routines that per- 
form quality tests at their local test cells. The test data are sent over 
the Internet to Cisco, so Cisco engineers can remotely monitor and con- 
trol test cells. This enables them to resolve problems that the suppliers 
themselves cannot diagnose. The standardized test results across the 
entire supply base allow Cisco to scale the activity rapidly and obtain 
valuable information about their products that might not be available 
without such arrangement. 


3.2 e-Procurement 


e-Procurement is the set of Internet applications by which buyers and 
sellers find each other and transact according to some pre-specified pro- 
tocols, and involves private or/and public marketplaces. Since a typical 
‘manufacturing company needs to procure thousands of products from 
hundreds of suppliers, the Internet can help such a company manage the 
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complexity of the procurement process. Numerous companies including 
Ariba and CommerceOne offer web-based, enterprise procurement solu- 
tions that dynamically link the buyer into real-time trading communities 
over the Internet. They also automate the internal procurement process 
from requisition to order, as well as the supplier interactions from order 
to payment. The solutions enable their client companies to reduce op- 
erational costs and increase efficiency by automating the entire indirect 
goods and services supply chain. 

In the electronics and high tech (ЕНТ) industry, Converge (formerly 
known as eHITEX Exchange), e2open and eConnections operate elec- 
tronic marketplaces for trading direct parts and components. They oper- 
ate as open e-Markets matching buyers and sellers. By contrast, Digital 
Market (now part of Agile Software) offers an e-Buyer (named Agile- 
Buyer) solution for a large buying organization. The solution includes 
sophisticated data storage and manipulation tools to accomplish com- 
plex purchasing tasks — such as part list management, quoting, decision- 
making, ordering, order change and order confirmation — in hours, in- 
stead of days. As the third example, Chemdex (now renamed Ventro) 
operates a marketplace for biological and chemical reagents for life sci- 
ences research needs. Through the e-Market-type hub, pre-qualified buy- 
ers gain access to 80% of the leading life science suppliers, along with 
supporting services including a precision search engine, detailed product 
information, and online order tracking. 

In yet another example, Instill Corporation, a Silicon Valley startup. 
company, employs an e-Buyer model for order capture and processing for 
the foodservice industry. Its mission is to develop easy-to-use services 
that lower costs and provide valuable information for ali members of the 
foodservice supply chain, helping to achieve the goals of the Efficient 
Foodservice Response (EFR) initiative (see CSC, 1997). The company 
improves upon the traditional time-consuming, error-prone purchasing 
systems, and helps lower costs for the industry's entire supply chain 
Its secure and user-friendly client program allows retail customers (i.e., 
restaurants and other foodservice operators) to place purchase orders on 
the web. The orders are forwarded to distributors and manufacturers, 
according to the rules specified by the retailers. Thus, Instill's server 
(called Instill Purchase Web) serves as the information hub that links. 
buyers and suppliers in the food service market. The web also offers a 
purchase tracking service for multi-unit foodservice operators, by allow- 
ing operator executives to view up-to-the minute unit purchasing activity 
for better control. Instill's user-friendly format offers standardized re- 
ports to verify contract pricing, track rebates, and monitor unit buying 
Compliance. Further, the manufacturers have access to the aggregate 
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demand and tracking data showing how their products move through 
each distribution channel — data that were not previously available. 


33 e-Collaboration 


By e-Collaboration we mean the use of the Internet among business 
partners beyond transactions. Unlike e-Commerce or e-Procurement, 
whose functions are well defined, e-Collaboration exists in a variety of 
functions. Examples are different models of information sharing, collab- 
orative decision-making, and product change management. 

Information Sharing. An information hub can also serve as an effi- 
cient platform to share information among supply chain partners. For 
example, Baker Street Technologies, a Toronto-based startup, offers a 
web-based platform that provides a real-time link among supply chain 
partners. Its information hub technology offers cross-enterprise visibility 
of supply chain activities. In one implementation, partners share and 
view purchase orders, sales orders, invoices, checks and other business 
documents over the Internet. Only the directory and high-level data аге 
kept at the hub, while detailed information and documents are stored. 
at the local sites. When there is a legitimate request, the hub offers the. 
summary or aggregate data. By double-clicking on a data item, one can 
drill down to the document level and access the local data. In this way 
an integrated view of supply chain status is collected from disparate in- 
formation sources and projected on the web site. Similarly, Adaptec, а 
fab-less semiconductor company also relies on advanced Internet-based 
solutions to exchange information and coordinate their production plans 
with their supply chain partners. Using a software called Alliance devel- 
oped by Extricity (now part of FreeMarket), the company communicates 
їп real time with their foundry TSMC (Taiwan Semiconductor Manufac- 
turing Company) and their assembly partners Amkor, ASAT and Seiko 
information such as detailed and complex design drawings, proto- 
type plans, test results, and production and shipment schedules. This 
arrangement greatly facilitates their ability to be aware of demand and 
supply levels, and can respond quickly to potential mismatch problems. 
It also helps to shorten their new product development times. With the 
use of Alliance, Adaptec’s cycle time was cut by more than half. 

Collaborative Planning. The Internet provides a system architecture 
to implement collaborative decision making in a cost-effective way. Sev- 
eral companies (e.g. American Software and Syncra) have developed 
an information hub that facilitates knowledge sharing and collabora- 
tive decision making in the spirit of CPFR, or Collaborative Planning, 
Forecasting and Replenishment (see Syncra (1998)). Supply chain part- 
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mers first exchange product forecasts and replenishment plans. Then, 
its technology synchronizes and develops new agreed-upon plans that 
closely match supply with market demand. As a result, they can jointly 
reduce inventory costs and raise customer service levels. Nabisco and 
Wegmans had successfully implemented a pilot of CPFR, with very en- 
couraging results. The total snack nut category sales went up by 11% 
while the corresponding sales at other retailers actually declined by 9% in 
the test period. Nabisco’s leading brand Planter’s saw its sales increase 
by 40% as a result of better planned promotions and discounting given 
to Wegmans stores, which was enabled by the collaborative efforts in re- 
plenishment. Finally, Nabisco's warehouse fill rate increased from 93% 
to 97%, while inventory dropped by 18%. Several other pilots are now 
under way at Schnuck Markets, Kmart, Circuit City, Procter & Gamble, 
Kimberly Clark, Sara Lee, and Wal-Mart. Yet another company applies 
a similar idea to resource planning. Extracting data from multiple part- 
ners, their system allows comparative cost analysis on the supply chain 
level — including tradeoffs between lead time versus fill reliability, and 
decreased assets versus increased throughput. It also facilitates demand 
and supply analysis, so the original equipment manufacturer can un- 
derstand final demand and supply constraints. It additionally analyzes 
target inventories and safety capacities to meet customer commitments 
and achieve targeted profitability. 

New Product Development. The information hub can also be used to 
deliver the efficiency and speed demanded in new product development 
and product change management. Agile Software (www.agilesoft.com), 
for example, facilitates collaborative product development using the In- 
ternet. As product life cycles became shorter and shorter, managing 
product rollovers is now a routine challenge faced by many high tech 
companies. Product rollover, defined as the transition from one version 
of a product to its successor, is often a vulnerable time for a company 
One of the major risks in product rollover is the time taken to have 
all the new parts ready for the rollover. Engineering changes involved 
in rollovers may require both new suppliers, new bills of materials, and 
new requirements for existing parts. Agile Software has been able to 
help companies like Dell, Lucent Technologies, PairGains, WebTV, and 
Flextronics to use its Internet-based software systems so that engineering 
changes can be made effortless. Another example of this application is in 
а major construction project, where numerous geographically-dispersed 
partners — project teams, architect, auditors, accountants, suppliers and 
subcontractors — communicate and collaborate. The web site serves as 
the information hub (using the solution by Framework Technologies) 
for the project, cutting across geographic and organizational boundaries 
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of а supply chain. Authorized team members can review, contribute 
and comment in real time on project-related documents of various for- 
mats like text documents, CAD files, schedules, spreadsheets, photos, 
database queries, and other web-enabled applications. The hub main- 
tains the revision history of CAD models and other documents. Cisco 
also has a similar application. Notifications of changes are automati- 
cally sent via e-mail to appropriate team members. Changes in bills of 
materials are also broadcast to suppliers via the CCO site. According 
to Cisco, this has reduced engineering change order (ECO) cycle time 
from 25 days to 10 days within the last 4 years. This improves quality 
significantly and reduces inventory write-offs, and ultimately, improving 
overall profitability. 


4. Implementation Issues 


We review several issues related to the implementation of the infor- 
mation hub. 

As mentioned above, the information hub has three models — e- 
Market, e-Buyer and e-Supplier. Prom the economic welfare point of 
view, e-Market is likely to yield the maximum efficiency to the commu- 
nity of the supply chain. By sharing a single hub, the supply chain will 
avoid redundant investment in creating multiple hubs. It also avoids 
the complications of the e-Buyer (or e-Supplier) model where suppliers 
(or buyers) have to comply with different rules and standards associated 
with different hubs. Further, all transacting parties will enjoy the ben- 
efits of one-stop shopping. On the other hand, e-Market may be more 
difficult to implement. Many parties (often competing parties) may have 
difficulties in reaching an agreement to share the same hub. A common 
concern is competition among partners over the ownership of customers 
A distributor may justifiably worry about the possibility that the hub 
model will link manufacturers directly to end consumers and ultimately 
eliminate the role of intermediaries. Even original equipment manufac- 
turers (OEMs) may be vulnerable since distributors may offer products 
to end consumers in alliance with contract manufacturers, thereby by- 
passing OEMs. If this concern prevails, e-Buyer or e-Supplier will be 
easier to implement than e-Market. 

The information hub and e-Business can be an extension to ERP sys- 
tems. Moreover, for a large decentralized company, the information hub 
can play a hybrid role of internal and external systems. Consider a 
company again called Acme selling electro-mechanical parts. Acme has 
a highly decentralized organizational structure — due to its growth by 
acquisitions. Acme felt that they could further exploit potential synergy 
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in operations. While divisions commonly shared customers and suppli- 
ers, their logistics and information systems remained isolated from each 
other. Four years ago, one division successfully implemented an ERP 
system originally designed only for its product lines. Over time other di- 
visions with legacy systems and different ERP systems approached them 
to connect to the ERP system for logistics coordination. Now the ERP 
system has become a de facto information hub linking multiple inter- 
nal divisions and external entities like customers, suppliers and logistics 
partners. Currently, the ERP system handles 50% of the transactions of 
Acme, but its target is 80% within a year. In this case, the ERP system 
has evolved to the information hub without initial planning. 

‘The information hub does not necessarily represent a single physical 
entity. As distributed object-oriented computing is developed, individual 
functional modules may reside at scattered locations and be invoked only 
as needs arise. Thus, the information hub could exist only as a logical 
entity — physically, it is a collection of nodes in the network. 

While we focus our discussion on information flows, the idea c 
extended to include the logistics hub. A logistics hub is a merge-and- 
fork point in material flows. A logistics hub subsumes an information 
hub, but involves the additional dimension of physical material handling. 
Examples include supplier hubs at manufacturing companies and the 
integrated logistics hub operated by third party logistics providers. 

There are numerous hurdles to information hubs. The first and fore- 
most challenge is that of aligning incentives of different partners. It 
would be naive to think that supply chain integration will automatically 
increase each partner's profit. In fact, each partner is wary of the pos- 
sibility of other partners abusing trust and reaping all or a lion's share 
of the benefits from supply chain integration. Even when each partner 
is guaranteed a positive gain in return for participation, partners may 
haggle over how to split the gain. This may potentially lead to a failure 
to agree — i.e., resulting in prisoner’s dilemma. Thus, trust and cooper- 
ation become critical ingredients in a supply chain partnership. On the 
other hand, trust needs to be rationalized by a relevant economic return 

As mentioned earlier, supply chain integration involves sharing infor- 
mation and knowledge, re-allocation of decision rights, and organiza- 
tional linkages. When information is shared among supply chain part- 
ners, special attention is needed to ensure that the information be kept 
confidential among authorized personnel, and that the information be 
used for its original intent only. 

Technology is another constraint to the establishment of an informa- 
tion hub. Implementation of a cross-enterprise information system 
costly, time-consuming and risky. Partners may not agree on the spec 
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ifications of the technical system, and how to split the cost of investing. 
in the system. 

Finally, companies have to face the challenge of extending or replacing 
their legacy systems to fit into the new system. Every organization has 
inertia in committing to a major change. This inertia is well justified. 
in many cases, since the main source of the inertia is the lack of a clear 
vision and quantitative analysis to direct and guide their e-Business 
strategy. 


5. The Future Trend - It’s Intelligence 


As various applications of e-Business are implemented, we believe the 
next trend of e-Business is intelligence at the supply chain level. The 
Internet revolution has made a deluge of data available at managers’ ter- 
minals. But it remains a challenge to systematically extract meaningful 
information from the data, present it in a user-friendly interface, and op- 
timize on actionable parameters. Luckily, various performance metrics 
for the supply chain can be obtained easily as a byproduct of the informa- 
tion hub model. For example, two startups SeeCommerce and Harmony 
Software provide supply chain partners with supply-chain-wide metrics 
such as fill-rates, percentage of complete orders, turnaround time, order- 
level costing, forecast accuracy, customer support service level, and stock 
levels at each site. Data collection spans multiple applications across en- 
terprises - by geography, product line, and time. This information can 
be used for benchmarking against the best practices and improving the 
overall performance of the supply chain. It can also be used as an alert 
system, so that anytime some key metrics exceed some pre-specified 
thresholds, alerts are sent to the appropriate entities. Another key ben- 
efit of supply-chain-level performance measurement lies in the reduction 
of printed reports and administrative/distribution costs by making in- 
formation accessible to authorized personnel via a web browser. 

Optimization as the next step of intelligence is already incorporated 
in some software engines by companies like i2 and Manugistics. Freight- 
wise is an example in this direction. It operates an open e-market for 
transportation services matching buyers and sellers. But Freightwise 
provides other value-added services including intelligence. It allows a 
shipper to view various options arising from the bids at the exchange 
and makes a recommendation regarding which options to take to min- 
imize the cost under a set of constraints, Another example is Cisco, 
which, as described earlier, has used the Internet effectively as a means 
for procurement and sales management. But the company wants to do 
more. The newest development at Cisco is the new eHub that contains 
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intelligence. The new eHub, to be built by Manugistics, is supposed to 
be smart enough to detect problems (such as supply shortage, schedule 
gone out of control, and other disruptions in the supply chain), identify 
the right parties, and create new plans of actions. 

If this trend continues, the decision environment in the manufactur- 
ing sector will look more like that in the financial sector. In the past, 
manufacturing has operated on monthly or weekly cycles. MRP was run 
monthly, and the information feedback (like consumer market trends or 
material price movement) came a week or a month later. While several 
decisions were made minute by minute on the plant floor, decision mak- 
ers were poorly equipped with relevant information. Conditions beyond. 
the manufacturing floor or the company boundary were taken as a black 
box, so in the absence of data, optimization on a global scale was limited 
or prohibited. By contrast, a financial trader working in the foreign cur- 
тепсу exchange market, for example, operates on the clockspeed of sec- 
onds to exploit fleeting opportunities of arbitrage, armed with real-time 
data feeds and dynamic analysis tools. Now that the Internet creates 
a new environment for manufacturing with real-time market data and 
various operational instruments (like multiple secondary markets, long- 
term contracts, forwards and futures), manufacturing will also require 
similar information systems to support such dynamic decisions and ac- 
tions. It is our belief that the next generation of e-Business products 
and services will address these needs, 


6. Conclusion 


‘This article has studied various e-Business applications in three classes 
(e-Commerce, e-Procurement and e-Collaboration) under the new in- 
formation hub architecture, and discussed the potential of e-Business 
towards intelligence and optimization. 

In retrospect, the first generation of e-Business applications has im- 
proved the supply chain efficiency through the ability to access exten- 
sive information, automate workflows, open a direct channel, and link 
multiple suppliers and customers. Such applications, in the areas of 
e-Commerce, e-Procurement and e-Collaboration, have reduced the op- 
erating costs, shortened lead-time, improved customer service, and elim- 
inate transaction errors in a supply chain. As such, significant values 
have been achieved. 

On the other hand, e-Business is supposed to realize much greater 
benefits and values than what we have seen so far. The early ventures of 
e-Business (mostly in the e-Commerce area) have achieved some limited 
success, but not up to our original expectation. Pure content access and 
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transaction efficiency are not the greatest payoff that could be obtained 
with e-Business. Instead, the opportunity should lie in the ability to 
optimally synchronize and coordinate the supply chain, to collaborate 
among supply chain partners for faster product development and intro- 
duction, and to create new services to penetrate new markets, 

Despite these disappointments, the next few years will see an explosion 
of e-Business applications as visionary companies develop new paradigms 
for the future. Such visionary companies as Cisco and numerous star- 
tups have already demonstrated ample opportunities in e-Business. It 
may be only a matter of time that more companies will soon follow their 
lead into the information age. 
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1. Introduction 


The Internet has sparked substantial growth in consumer-direct de- 
livery. While the phenomenal growth of “pure play" Internet retailers 
such as Amazon.com certainly strikes fear in the hearts of traditional 
Bricks-and-Mortar retailers, these retailers can still offer value to con- 
sumers through better service, including instant gratification, easier re- 
turns/exchanges and permitting the customer to physically examine the 
product. A growing number of established retail companies are choos- 
ing to augment their physical presence with an online presence, a “bricks 
and clicks” strategy, in an attempt to capture the best of both worlds, 
Mall standards such as The Gap and J.C. Penney have had some success 
employing such a strategy (see Lee (1999)). 

Of critical importance to firms using any or all of these delivery chan- 
nels is outstanding customer service. A recent customer service study 
from Sybase’ asserts that a dissatisfied customer will tell eight to ten 
people about his or her experience, it costs six times more to sell to a 
new customer than to sell to an existing one, and seventy percent of 
complaining customers will do business with the company again if it 
quickly takes care of a service failure. 

Any inventory model with stochastic demand must capture the pos- 
sibility that demand may not be completely satisfied from available in- 
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ventory and that the seller of the good bears some cost of not satisfying 
demand. Such models seck to determine appropriate stocking and re- 
plenishment behavior, generally trading off expected stockout costs with 
expected inventory carrying costs. While throughout this document, we 
refer to selected work from the stochastic inventory literature, it is not 
our intention to rigorously review this area. Silver et al. (1998) offers 
ап excellent treatment of basic inventory models 

As the product and service marketing experience becomes more per- 
sonalized, better information about individual consumers is available 
Customer information that may be available includes demographic infor- 
mation, previous buying behavior as well as the consumer's hobbies and 
interests. Fully incorporating this information may include customizing 
product and service offerings. 

Our purpose in this paper is not to discuss all the complexities of 
individual customization, but rather to examine how the presence of 
multiple delivery channels affects both the likelihood and cost of certain 
kinds of service failures. In some environments, this will simply affect 
the estimation of stockout costs. In others, traditional stochastic inven- 
tory models with a single stockout cost will be inadequate. In section 2, 
we present a taxonomy of consumer-facing service failures, considering 
four kinds of stockouts and four sales channels. We discuss the manner 
in which these sixteen "stockout types" vary in both (per unit) cost and 
probability of occurrence in section 3. In section 4, we discuss environ- 
ments where modeling this level of stockout detail might be useful 


2. Stockout Types 


We focus our discussion on single item systems where customer service 
is measured by a per unit stockout cost. Many authors have pointed out 
that there is an equivalence between stockout costs and a service level 
constraint (see McClain et al. (1992) or Nahmias (1989). It is worth 
remembering this fact since many managers seem quite comfortable with 
specifying a service level, but not specifying a stockout cost. Since there 

ап implied per unit cost associated with a fill rate constraint, the issues 
raised apply to these constrained models as well. The concepts discussed 
also apply to systems where multiple items are considered, such as order 
fill rate models (see Song (1998)) and models where the service penalty 
cost is incurred per event rather than per unit. 

Chen and Zheng (1993) and Cetinkaya and Parlar (1998) examine 
models with more general backorder costs (not linear) and extend some 
results to quasi-concave holding and backorder costs. Also, there is sig- 
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nificant work that addresses a mix of lost sales and backordered demand 
(see Moon and Choi (1998)) 
We consider four kinds of stockouts: 
1 Lost Sale (LS) the desired good is not available, and the buyer 
leaves the system unsatisfied; 


2 Backorder (BO) the desired good is not available, and the buyer 
agrees to wait and complete the sale when the good becomes avail- 
able; 


3 Buyer Substitution (BS) the desired good is not available, and 
the buyer selects an alternate product; 


4 Seller Substitution (SS) the desired good is not available, and 
the seller offers comparable or superior product at the price of the 
originally desired good. 


Simultaneously, we consider four retail selling channels: 


1 Bricks only (BRK) the seller offers the product only in physical 
stores; 


2 Bricks and clicks, store order (BCS) the seller offers the prod- 
uct both in physical stores and online, and the buyer goes to the 
store to obtain the produ 


3 Bricks and Clicks, online order (BCO) the seller offers the 
product both in physical stores and online, and the buyer goes 
online to obtain (order) the product; 


4 Clicks only (CLK) the seller only offers the product online. 


We only consider systems where either buyer substitution or seller 
substitution occurs, not both. The justification for this is that if seller 
substitution is offered, no buyer substitution will take place since the 
seller substitution involves offering a superior product. lt is possible 
that there are systems where both kinds of substitution are possible. 
The simplest such case is where the buyer in a physical store does not 
find the desired product on the shelf and selects another product without 
speaking with the sales staff (who would have made the buyer a better 
offer; see Hsu and Bassok (1999) and Bassok et al. (1999) for discussions 
of seller substitution.) 

A buyer will choose to go to a store for several possible reasons. At 
the store he can physically touch, feel, test and operate the product. 
He may enjoy the interaction and sensory experience of the store (some 
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people actually enjoy going to the mall!). He may have security concerns 
Tegarding Internet shopping. He may want the product instantly, and 
he may favor the post-sale customer service offered by physical stores. 
In fact, in a recent study by Jupiter Communications, 37% of consumers 
stated that they would be more likely to shop online if returning prod- 
uct was easier. Conversely, a shopper will choose an Internet channel 
for potentially lower cost, ease of comparison shopping (it is easier to 
visit multiple selling locations) and convenience of home delivery. In- 
terestingly, a recent empirical study of online buying in the hospitality 
industry by Shankar et al. (1999) suggests that while price search time 
increases in the online medium, non-price information available via the 
Internet actually leads to less price sensitivity. That is, customers may 
shop around more, but they tend to be even more brand loyal. 

While the seller has control over the inventory stocking decision and 
the choice of channels, she has only limited control over the kind of 
stockout that will occur. That is, she can offer to make it easy for the 
good to be backordered, perhaps offering expedited delivery or another 
incentive, or she could offer equivalent or superior substitute products. 
Still, it is the buyer that ultimately determines the kind of stockout that 
occurs. In the next section, we discuss how the different sales channels 
affect both the cost of service failures and the likelihood of certain buyer 
actions. 


3. Impact of Channels on Stockout Cost and 
Likelihood 


We use the generic term stockout to represent any unsatisfied demand 
at the time the demand occurs. For each stockout, there are costs that 
are relatively easy to quantify such as lost marginal profit, cost to ex- 
pedite an order or higher cost of a substituted product, as well as costs 
that are difficult to quantify that capture the effect of poor service on 
the future buying behavior of the dissatisfied customer and the general 
reputation of the seller. The latter of these are known as goodwill costs. 
The combination of these direct costs and goodwill costs gives a penalty 
cost associated with unsatisfied demand, 

Many authors have discussed the difficulties in estimating goodwill 
costs. Recently, Ishii and Konno (1998) address this problem by de- 
veloping a fuzzy newsvendor model, where the stockout cost is a fuzzy 
number. Jones (1999) addresses the problem of estimating lost sales 
due to balking. That is, if a customer does not see the desired product, 
they may leave the system and the seller may not know that a lost sale 
occurred. 
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While goodwill costs are difficult to estimate, it is important to note. 
these costs should not necessarily be proportional to the magnitude of 
customer dissatisfaction. The goodwill cost is an attempt to quantify 
something that, were we omnipotent, could be quantified. The seller 
is concerned with losing future sales, both from the dissatisfied buyer 
and from people that buyer might tell about his experience. Ifa seller 
has a strong competitive advantage (price, quality, etc.), a buyer can 
be very unhappy about the service he receives from that seller, but he 
will still return to that seller. In a more competitive environment, a 
slightly dissatisfied buyer could switch to another seller forever. It is the 
level of dissatisfaction combined with the competitive environment that 
affect goodwill costs. Consider the simple example described in Table 
2.1 with a single selling channel, perhaps a retail store, and three kinds 
of customers, very loyal, somewhat loyal and fickle. 


Customer Behavior Cost 

Туре 

Very Loyal Customer will backorder the М lost sales. Just the cost 
desired good of recording and satisfying a 

backorder 

Somewhat Customer will buy else- Опе lost sale. 

Loyal where, but come back in the 
future. 

Fickle Customer will buy elsewhere Many lost sales; this sale 
‘and not return. and future potential sales 


both from this customer and 
potentially his friends 


Table 2.1, Esth 


ing Stockout Costs for Different Customers 


If a retailer can estimate the distribution of customer types, she can 
compute an average stockout cost and apply basic stochastic inventory 
models to determine appropriate safety stock levels and reordering poli- 
cies. If information about each customer is available, the seller might 
ration stock or make different substitution offers based on the customer 
profile. For example, if stock is expected to be in short supply, the re- 
tailer might choose to not satisfy a customer demand if she knows that 
customer is very loyal. We address this and other related issues below 
in section 4 
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34 General Cost Issues 


A primary difference between lost sales and other stockout types is 
that when sales are lost, the marginal profit is lost. (For the purposes 
of our discussion, we assume that the seller is not a new e-tailer, selling 
each unit at a loss, trying to make up the difference in volume.) For any 
channel, lost sales should always be the most expensive kind of stockout. 
If not, whatever kind of stockout was more expensive should never be 
performed (the seller should not backlog or substitute). This does not 
mean this cannot happen. Recall that when we say stockout cost, we 
mean to include both direct and goodwill costs. If the goodwill costs 
have been overestimated, a seller will do more to satisfy the buyer than 
she should. 

Other than those distinctions, it is rarely possible to provide an or- 
dering of different types of stockout costs, based on their relative mag- 
nitudes. With all else equal, the goodwill cost for buyer substitution is 
higher than the goodwill cost for seller substitution since the customer 
will appreciate the special attention associated with seller substitution. 
Of course, while goodwill cost will be lower with seller substitution than 
with buyer substitution, there will be higher product related costs with 
seller substitution. 


3.2 Lost Sales Across Channels 


Lost sales costs for either online channel (BCO or CLK) are quite high. 
The Sybase study mentioned previously asserts that the probability of 
selling a product to a new customer is 15 percent, whereas the probability 
of selling to an existing customer is 50 percent. Lost sales costs for online 
orders are high relative to store lost sales costs since the store will have 
a location advantage. That is, a customer may be dissatisfied with the 
store inventory shortage, but there is a reasonable chance he will return 
since there may be limited choice in his geographic area. BCS lost sales 
costs are slightly lower than BRK since the bricks and clicks seller offers 
greater channel choice to the consumer. The probability of a BRK lost 
sale is slightly lower than with BCS since it may be easier for the buyer to 
place a backorder. (The retailer may have Internet kiosks in the store.) 

‘The environment is more competitive for online sellers since they have 
no location advantage. For both BCO and CLK, the lost sales cost is high 
since a dissatisfied customer may never return. Similar to the physical 
store situation though, lost sales costs for BCO may be lower than for 
CLK since the buyer may have chosen the seller because of the seller's 
physical presence. In this case, the seller is more likely to retain future 
business from that customer. Given these observations, we hypothesize 
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the following orderings for lost sales cost and probability: 

Lost sales cost: CLK > BCO > BRK > BCS (21) 

Probability of a lost sale: CLK > BCO > BRK > BCS (22) 


33 Backorders Across Channels 


In all cases, the magnitude of backorder costs and the probability 
of backorders occurring depend on the duration of the customer wait 
Backorder costs for BRK orders range from moderate to high, depending 
on the importance of instant gratification. The probability ofa backorder 
is probably lowest with this channel since the customers are mote likely 
to want the product immediately. 

For BCS, both the cost and probability of a backorder are lower than 
for BRK, since it is easier for the customer to place a backorder (as- 
suming the customer can place an online order from the store.) For 
both BCO and CLK, the customer was going to wait anyway, so (again 
depending on the length of the wait) the customer may not be that dis- 
sat with a backlog situation for an online order. For this stockout 
type, we hypothesize the following cost and probability orderings: 


Backorder cost: BRK > ВСО > BCS>CLK (23) 


Probability of a backorder: CLK > BCO > BCS > BRK (24) 


34 Buyer Substitution Across Channels 


Stockout costs associated with buyer substitution for BRK can go 
from almost zero to very high. If the buyer chooses a substitute product, 
the marginal profit is probably similar; thus the stockout cost depends 
primarily on the goodwill cost. Consider a wine store. A buyer on his 
way to a dinner party may enter a wine store with a particular bottle 
in mind. If that bottle is not available, many substitutes are available. 
‘The buyer is probably not too unhappy, and he will likely return in the 
future. Conversely, a buyer might be unwilling to go to another seller 
given his time constraints, but he will be quite dissatisfied and may not 
return to that seller, particularly if there is substantial competition. A 
gas station that has run out of regular fuel and only has premium is one 
example. 

For BCS orders, buyer substitution stockout costs are similar to BRK 
stockout costs. The primary difference between BRK and BCS is that 
buyer substitution is less likely for BCS since it is relatively easy to 
backorder the desired item by placing an online order from the store. 
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For BCO orders, buyer substitution stockout costs are low compared 
to store channels. The reason for this is that the buyer is unlikely to feel 
forced into a substitute product he does not want. If no acceptable prod- 
uct is available, a lost sale is very likely. This means that while the buyer 
substitution stockout cost is low, the probability of such substitution is 
also low. Instead, the shortage will frequently result in a backorder or 
los sale. Buyer substitution stockout costs for CLK orders are similar 
to those for BCO. Again, we hypothesize cost and probability orderings’ 


Buyer substitution cost: BRK, BCS > BCO,CLK (2.5) 
Probability of buyer substitution: BRK, BCS > BCO,CLK (2.6) 


35 Seller Substitution Across Channels 


In nearly all cases, the customer will be happier with seller substi- 
tution than with backordering, implying that the goodwill cost is lower 
for seller substitution. However, some product-related cost must be ab- 
sorbed by the seller; typically a more expensive product is sold for the 
same price. Since goodwill costs will be low in this case, the cost of the 
alternate offering will strongly influence the total stockout cost. Seller 
substitution is most likely with BRK since the buyer may be seeking 
instant gratification. The probability of seller substitution with BCS is 
lower since the buyer can easily backorder the good. Since the cost of 
seller substitution depends on the alternate offering, we hypothesize a 
cost ordering only: 


Probability of seller substitution: BR > BCS > BCO,CLK (27) 


Table 2.2 summarizes our discussion of the differences in both cost and 
probability of the different kinds of stockouts. 


4. Customer Service Model Implications 


41 Inventory “Coverage” for a Bricks and 
Clicks retailer 


A bricks and clicks retailer would have an existing network of stores 
as well as extensive online operations. Given the different activities re- 
quired in bricks and clicks, it is not uncommon for the logistics networks 
for the two operations to be quite independent. Consider the the case of 
BarnesandNoble.com, where the online operation was spun off as a sep- 
arate corporation. (It is interesting to note that Barnes and Noble and 
bn.com have grown closer since the spin-off, with the physical stores now 
accepting returns and exchanges from online purchases.) In fact, there 
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is a continuum of bricks and clicks operations. Gateway country retail 
outlets are “service centers” where all products are custom-configured 
and delivered to the home. The purpose of the retail outlet then is to 
provide information, let the potential consumer examine similar prod- 
ucts and provide post-sales service. At the other extreme, it is unlikely 
that a Wal-Mart shopper facing an out of stock product will backorder 
it by placing an online order from the store. 

Now, consider a bricks and clicks operation somewhere between these 
extremes, such as The Gap. A customer would go to such a clothing 
store (rather than buying online) to examine the products, try them 
on for fit, see how the color looks, etc. He may also want the product 
for immediate use. For a particular style of casual cotton pants (e.g. 
flat-front, relaxed fit khakis) there are three product dimensions, wai 
size, inseam and color, leading to many different stock keeping units 
(SKU). In the absence of online operations, a store manager might simply 
forecast demand for each item and trade off holding and stockout costs 
‘The problem with that approach is that the number of items is quite 
large. In fact, to avoid excessive holding costs, Gap stores have a limited 
selection, with a wider selection of sizes available online. That is, you 
can buy 32", 34”,... waist size in the store, but 33" waist size is available 
online only. 

Clearly there is a demand pooling benefit to selling certain items on- 
line only. The risk is that store-going customers wanting in-between sizes 
may be dissatisfied. One way to address this problem is to use a con- 
cept we term inventory coverage. Recall that the store-going customer 
wants three things: to establish fit, see how the color looks on him and 
get the pants immediately. As long as the store maintained inventory 
in each waist-color combination and in each waist-length combination, 
two of the three customer objectives are satisfied. In fact, in the case 
of pants, we could relax this slightly. ‘That is, for establishing the color 
appearance objective it may be sufficient to be close in size (for example, 
correct waist size and within an inch or two of the correct inseam.) 

This coverage concept moves the store closer to being a service cen- 
ter. Still, the store-going customer typically wants immediate satisfac- 
tion, so a retailer using а this size-color coverage concept might want 
to estimate two stockout costs, the normal item stockout cost and the 
cost of a coverage stockout. A normal stockout would occur when the 
customer identifies the desired good, but that good is not available. A 
coverage stockout would occur when there is insufficient inventory for 
the customer to find the correct fit or examine the full range of colors. 
Presumably the cost of a coverage stockout would be greater than the 
cost for an item stockout, suggesting a two-tiered service level model. 
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Furthermore, while this store experience is going on, there is an inven- 
tory stocking decision for the online distribution system that must be 
made. If the store commits to supporting such a coverage model, the 
supporting online operation should have a very high service level. Ifa 
customer comes to the store expecting to try on clothes and then place 
an order online, he will be quite unhappy if he encounters an online 
stockout. 


42 Using Customer Information 


The discussion in the previous section about inventory coverage raises 
an interesting point regarding customer location. It is conceivable that 
an online retailer (CLK or BCO) would have information about the lo- 
cation of the online shopper. A bricks and clicks retailer would like to 
know if the shopper is close to one of her retail locations, or a competitors 
location. The scenario leading to the highest stockout cost is probably 
where the shopper is in an area where the seller has по store, but a 
competitor does have a store. Any service failure could very likely result 
in that shopper defecting to the retailer with a local presence. (In fact, 
the author admits to defecting in exactly this manner due to a service 
failure.) It might be worthwhile for the retailer to make substitution of- 
fers to customers in this situation where she has a location disadvantage, 
but make no substitution offer where she is not disadvantaged. 

Recently, Cattani and Souza (2000) study a model where an online 
retailer reserves stock. It is possible that a retailer could ration stock 
in a physical store, although this would certainly be more difficult since 
the product is stored where the customer can see the inventory. Clearly, 
if a customer is denied inventory they can see, they will not be happy. 
Certainly an online seller can mask stock information from customers. In 
fact, consider results from the Accenture online holiday shopping study 
shown in Table 2.3. 


Company Type Vear Status Provided _ In-stock (if status provided) 


Eta EE F4 
Catalog merchant му ai ЕА 
Tdi nee o_O БЫ 

мы а A ЕА 


Table 2.3. From the Andersen Consulting/ Accenture e-Santa study of 1999 and 2000 
Holiday shopping, 
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The fraction of online vendors posting inventory information came 
down substantially from 1999 to 2000. It seems unlikely that the pri- 
mary reason for this drop is that retailers are rationing stock based on 
customer profiles, however it is an interesting decision as to whether the 
retailer should post this information freely or only when the "add to 
cart” button is clicked. 


5. Remarks and Conclusions 


‘There are many relevant customer service issues we have not addressed 
of course. The discussion of multiple channels certainly suggests the pos- 
sibility of jointly determining stock levels for retail outlets and fulfillment 
centers as well as setting a different price for each channel. It may well 
be the case that pricing policies that encourage store-goers to take home 
delivery may improve system performance by reducing system inventory 
levels. For this to work, savings from this inventory reduction must 
offset the higher transportation costs associated with home delivery. 

‘The online medium lends itself to promotional marketing, such as 
special email offers. Letting the system state play a significant role 
in determining the timing and nature of promotions could lead to sig- 
nificant operational improvement. As a simple example, consider an 
online fulfillment operation. Sending an email blitz to generate a surge 
їп orders when the facility is working at or near capacity could lead to 
customer delays, while special offers during a period of underutilization 
might improve profitability. There is a need for models that tie such 
email promotions to both inventory availability and system capacity 

Recent discussions with several c-tailers and logistics providers led to 
а somewhat startling discovery regarding customer expectations. The 
approximate breakdown of choice of shipping options (for moderate value 
goods) was 75%, 15%, 10% for ground, two-day and overnight. Many e- 
tailers have some form of fulfillment time guarantee, such as “in-stock 
items shipped within 24 hours," however, the focus of the fulfillment 
center operations is typically on overall productivity (for example lines 
picked/hour). Often, orders are not prioritized by customer type or 
lipping mode. That is, when a consumer selects ground shipping, they 
indicate that delivery time is not critical. Of course a retailer cannot 
make them wait indefinitely, but their order can certainly wait a day. 
А consumer choosing one or two-day service has clearly indicated his 
time sensitivity. Ifthe above 75%, 15%, 10% estimate is close, no one ог 
two day order should ever wait more than a day (assuming inventory is 
available). Furthermore, there is an opportunity to affect the consumer's 
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choice of shipping mode via price changes or promotions to maximize 
revenue while maintaining excellent customer service. 

We have suggested a taxonomy of customer-facing stockouts in the 
presence of traditional and online delivery channels. The sixteen stock- 
out types discussed here differ in both cost to the seller and probability of 
occurrence. As more individual customer information becomes available, 
more sophisticated models will be needed to help retailers make intelli- 
gent stocking and selling decisions. Both practitioners and researchers 
should be aware of the implications of these different kinds of stockouts. 
Simple order-up-to and reorder point systems may not be adequate to 
describe optimal stocking behavior when the role of the store is both а 
stocking location and a service/product demonstration center. 
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Abstract This chapter clarifies some of the different types of efficiencies that can 
be achieved in B2B electronic commerce. We focus on the risk manage- 
ment aspects of these efficiencies, especially those pertaining to supplier 
or supply chain management related coss. This novel approach in. 
corporates risk management by combining the traditional collaborative 
framework (of reservation capacity and associated pricing) with a dy- 

ic spot market, both of which are Web-based. By way of contrast, 
in prior research and industrial use, these two supply modes of col- 

aborative commerce and spot market, have been used separately, in a 
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non-integrated way. We develop a framework that draws upon our re- 
search, as well as that of others, suitably adapted by us to this context 
and interpreted to provide insights into the economics of B2B commerce 
against this backdrop. We also point out open questions and identify 
new research directions. 


Scope and Definition of B2B E-Commerce 

For this chapter, we adopt the following definition presented in Durla- 
cher (2000) and define business-to-business e-commerce as well as busi- 
to-business electronic markets as follows: 


ness 


Definition 3.1 Business-to-business e-commerce is commerce conducted 
between businesses over an intranet, extranet or Internet (ie, IP net- 
works). This trade may be conducted between a business and its supply 
chain as well as between a business and other businesses’ customers. 


Definition 3.2 Business-to-business markets are platforms оп which 
B2B e-commerce may be conducted directly between buyer and seller or 
through a third party. 


We start out this chapter with a brief discussion of several key sources 
of efficiency in B2B e-commerce, out of which we will mainly focus on 
risk management approaches. We then supply a framework for B2B 
e-commerce, and argue that traditional supply chain literature is not 
sufficient to provide insights into all aspects of B2B e-commerce. We 
continue with a description of the characteristics of Internet-based mar- 
ketplaces and present the key results of recent work that fill some of the 
gaps between B2B e-commerce and the traditional supply chain research. 
We conclude the chapter with a brief summary of the main results, and 
sketch on-going research and an outlook on future work 


1. B2B E-Commerce: Sources of Efficiency 


It is well known that B2B. e-commerce achieves efficiencies through 
several of the following key mechanisms, as well as others: 


1. Process Efficiencies 


The standardization of software and formats for exchanging busi- 
mess information creates sipnificant efficiencies, that are exploited in 
e-business. These include supplier discovery, i.e., analyzing and nego- 
tiating purchases with suppliers, price discovery, as well as automating 
labor-intensive procurement and sourcing processes. Moreover, the es- 
tablishment of common standards within B2B markets will let companies 
juggle their suppliers, depending on available supplies. 
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2. Web Efficiencies 


The Internet not only offers hardware and communication cost re- 
duction but also allows for a broader reach, in comparison with EDI 
(Electronic Data Interchange) services, which provide only point-to- 
point connections. This is especially important in the supply chain area 
of B2B commerce, which is traditionally messy, paperwork-intensive and 
prone to miscommunication. Information visibility, including informa- 
tion required to mitigate the bullwhip effect (referring to the increasing 
variability of orders as we move upstream in the supply chain; see Lee 
et al. (1997) for more details), can be maximized through the use of 
Internet-based systems while maintaining a tight access control for this 
highly sensitive data. The Internet also opens up the possibility for busi- 
nesses to sell more of their products across all of the goods lifecycle (raw 
material, finished goods, second hand goods, scrap, etc.) 


3. Demand/Forward Aggregation 


Significant procurement cost reductions also result from volume dis- 
counts achieving by pooling demands, through enhanced bargaining 
power or concave cost structures. Obviously, forward aggregation yields 
similar benefits for groups of suppliers, who cooperate to increase their 
negotiating power. 


4. Value Added Services. 


Value added services address issues of what companies should buy, 
who they should buy it from, what price they should pay, when they 
should buy and where. For instance, trading exchanges are likely to 
extend their offerings to include settlement and fulfillment capabili- 
ties. More explicitly, pre-qualification of quality of suppliers, logistics 
providers, etc. can significantly lower transaction and supply chain costs 
and thus create overall efficiencies. 


5. Information Aggregation 


The Internet is an increasingly global network allowing businesses to 
reach customers and suppliers in new areas. The ability to combine 
multiple sources at one portal, as well as web-based search capabilities 
enable significant reduction in locating suppliers and conducting due 
diligence, i.e., verifying price, quality, and service characteristics (page 
395 in Chopra and Meindl, 2000). 
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6. Information Sharing 


Historically, only limited information was shared between companies. 
B2B e-commerce technologies, however, allow for real-time communica- 
tion and data sharing by integrating ERP (Enterprise Resource Plan- 
ming) and other systems with those of an organization's suppliers and 
customers thus eliminating duplication and achieving closer matching 
of demand and supply. At the same time, supply contracts embedded 
in ERP collaborative commerce software modules increase transparency 
between cost and profit centers. 


7. Price Discovery Mechanisms 


Price discovery mechanisms used in B2B e-commerce such as auctions 
and reverse auctions reduce bargaining and coordination costs, which 
historically have represented the most significant part of transaction 
costs. 


8. Risk Management. 


By using the B2B exchange ability to access multiple types of suppliers 
such as long-term capacity suppliers, as well as spot market suppliers 
with varying price, quantity, quality, and service characteristics, buyers 
can become more flexible and are able to manage their supply according 
to actual demand instead of uncertain forecasts. Likewise, suppliers can 
now sell to multiple buyers at а given time and have a platform to sell 
off any leftover inventory or excess goods. These benefits stem from 
enhanced efficiency in capacity management, through effective supply 
and demand risk pooling. 

In this chapter, we focus on the last four aspects described above, 
while putting particular emphasis on the last two, to achieve efficiencies 
and enhanced profits. We next describe a B2B e-commerce framework 
that helps capture these elements, 


2. Framework for B2B E-Commerce 


‘There are many frameworks that have been developed for classifying 
B2B e-commerce, to describe the differences in policies and functioning 
ofthe various forms of B2B hubs. The intent of our specific framework is 
to include all forms of B2B e-commerce and to indicate the primary types 
of markets (e.g. components, capacities), where our risk management 
approaches provide significant economic gains, and possible adaptations 
to other types of markets. Our approach is a major modification of a 
framework recently suggested by Kaplan and Sawhney (2000), where our 
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What businesses buy 
Operating Inputs. Manufacturing Inputs 
How businesses buy =) 
SpotSourcing | еа мопоез | Exchanges 
Systematic Sourcing MRO Hubs Catalog Hubs 
+ 


igure fi. B2B Matrix by Kaplan and Sawhney 


framework enables the use of existing risk management models, or the 
identification of gaps to develop new models. 

The Kaplan-Sawhney model described in Figure 3.1 above, has the 
classic 2x2 matrix, with systematic (collaborative) source vs. spot mar- 
ket on one axis, and operating inputs (meaning MRO - maintenance, 
repair, and operating - resources across horizontal industries, such as 
computers) vs. specific manufacturing inputs on the other. They clas- 
sify B2B marketplaces, which they call electronic hubs, or e-hubs, in one 
of the four boxes of the 2X2 matrix: spot markets for common oper- 
айпр resources like labor, adverüsing, and manufacturing capacity are 
called yield managers, whereas on-line exchanges are defined to trade 
commodity like production inputs, such as steel and energy. So-called 
MRO hubs streamline the sourcing of low-value goods with relatively 
high transaction costs and catalog hubs automate the procurement of 
non-commodity, industry specific manufacturing inputs. 

Observe that they categorize capacity under operating inputs, which is 
somewhat awkward. We will soon observe that our proposed framework 
is more consistent from a modeling and risk management perspective. 

Figure 3.2 describes our framework for B2B e-commerce. Our objec- 
tive is to classify the different types of B2B e-commerce interactions and 
markets, and to model the economic gains that a combination of markets 
can help us achieve, rather than by using one type of market alone. 

Observe that while our vertical classifications are the same as in Ka- 
plan and Sawhney in terms of spot markets and systematic sourcing to 
describe buyer-seller relationships, our horizontal classification is now 
based on standardized and customized types of goods or service. The 
reason for this is that we are interested in exploring the economic de- 
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Type of Good/Service 
Standordized Customized 
Buyer-Seller Relationship i. ee 
Spot Sourcing Spot Markets 
Privato. 
Systematic Sourcing. Catalog Hubs. Marketplaces 


Figure $2. B2B E-Commerce Framework 


sirability (through risk management) of using possibly more than one 
market type simultaneously. 
We now discuss the specific elements of Figure 3.2. 


21 Private Marketplaces 


These correspond to systematic sourcing, which may be based on long- 
term contracts, implemented via the Web (or manually), and represent 
customized products. There are several elements of economics that could 
potentially preclude web based search and comparisons of customized 
products from multiple sources: 


= Shipment cost or difficulty 


= Uniquely engineered products with attendant difficulty or costs if 
procured from more than one supplier site. 


= The award to a supplier of preferred status and long-term rela- 
tionship, with attendant responsibilities of design and engineering 
work 


Under these conditions, when the nature of the good or service in ques- 
tion is such that only a one-to-one buyer-seller relationship is possible 
or desired, virtual private marketplaces or B2B collaboration networks 
preserve pre-negotiated terms and relationships between specific buyers 
and suppliers so that their members can interact privately in the kinds 
of detailed, higher-value interactions they have always done off-line and 
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are now pursuing on the Internet. B2B collaboration networks provide 
an integrated software platform that connects companies in specific in- 
dustries and mainly facilitate the procurement and sales functions of 
the collaborative commerce network. Thus, these private marketplaces 
let their members share privileged information within a defined commu- 
nity of trusted business partners. They are mostly found in situations 
involving mission-critical, high value inputs and components or where 
high fixed costs occur. 

For these situations, i.e. when only long-term sourcing is available 
and when only private marketplaces are used, the rich literature on tra- 
ditional supply contracts applies. However, these models on supply con- 
tracts provide little insights on how the possible presence of a second 
procurement/sales channel of short-term nature affects the situation, 
The supply chain contract literature also ignores whether there will be a 
co-existence of long-term and short-term contracts or whether only one 
of these contract types will prevail. Later in this chapter, we present а 
quantitative model that addresses exactly this issue. 

Note that it is possible to consider second (spot) sourcing under some 
conditions (though our initial description in Figure 3.2 precluded this 
possibility), even for nominally customized parts. This is a consequence 
of the fact that a customized part, such as а forging, normally considered 
unique, could in fact be spot sourced by spot capacity that has been 
obtained, and is used either with a spare identical die, or with the original 
die, while the original capacity is being used to produce another part 
type 


22 Catalog Hubs 


Catalog hubs create value to all players by automating sourcing and 
procurement processes and reducing transaction costs when the details 
of the transaction have previously been agreed upon. They are designed 
to support systematic purchases when transactions take place with pre- 
qualified suppliers using contractually agreed upon business rules, e.g., 
pre-negotiated prices or pricing schedules. Catalog hubs can also aggre- 
gate demand or supply in markets with fragmented buyers or sellers and 
create value when there are a few large players and many small play- 
ers of the same type (buyer or seller). Note that in contrast to Kaplan 
and Sawhney (2000) we do not limit catalog hubs to industry specific 
manufacturing inputs but rather define them, more generally, for the 
systematic sourcing of goods and services, which are traded according 
to pre-defined business rules. 
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With systematic sourcing, and standardized components, it is possible. 
to have alternate pricing schemes, when prices of components may not 
necessarily be fixed. This corresponds for instance to the situation when 
the manufacturer and the supplier share risk and reward with respect to 
demand uncertainty that results in unused capacity or unmet demand 
‘One such scheme is based on linear pricing, where the actual price is low- 
est when all the committed capacity is acquired, but increases linearly, 
as a smaller fraction of the committed capacity is actually acquired/used 
by the manufacturer. We discuss this mode, together with the next one 
(spot market), in the bulk of the chapter, as the alternate modes of 
most interest to us from an overall economics point of view of the B2B 
exchange/marketplace. It is important to recognize again that although 
atalog hubs by themselves may have similar characteristics to private 
marketplaces, the goods or services traded require a completely different 
modelling approach as they are sufficiently standardized, meaning that 
spot markets can be established for them, too. 


23 Spot markets 


Close cousins of traditional commodity exchanges, spot markets or 
on-line exchanges allow managers to smooth out peaks and lows in de- 
mand and supply by rapidly exchanging the good/service needed or pro- 
duced. It is important to notice that the type of good/service traded 
оп exchanges can also include flexible production capacity, labor, trans- 
portation, and advertising resources. 

The nature of exchanges implies that the pricing structure on these 
exchanges is dynamic and that buyers will thus face price uncertainty as 
supply and demand may change at any given point in time. This type 
of B2B e-commerce adds the most value in situations with a high degree 
of price and demand volatility, e.g., in utilities markets, high fixed cost 
assets with long acquisition lead-time, such as manufacturing capacity, 
ог perishable items, such аз transportation capacity and food. 

While there are several types of market-making models, those most 
pertinent to spot markets and the current chapter are the auction model 
and the exchange model. 


= Auction Model 


Auction models are most appropriate in industries where one-of-a- 
kind, non-standard, or perishable items or services are traded among 
businesses that have different perceptions of value for the item. Cap- 
ital equipment, used products, and hard-to-find items fit this model. 
However, of more direct interest in the context of the current paper 
are multi-lot auctions and repeated auctions, which can help generate 
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equivalent spot market demand-price curves. The fact that similar (or 
same) quantities may have different prices in different auctions results 
in demand and random price curves. 


» Exchange Model 


Exchange models create value by temporal matching of supply and de- 
mand using real-time, bid-ask matching processes and market wide price 
determination. The exchange model is suited best for near-commodity 
items with volatile demand. Similar to the situation in financial mar- 
kets, derivatives such as forward contracts and options, can be devised 
for exchanges or spot markets, with respect to commodities or flexible 
manufacturing capacity. This market type is closest to the theme of the 
current paper, which is the direction that electronic markets are moving 
in. 


3. 


Characteristics of Markets Participating in 
B2B E-Commerce 


There are several characteristics of different sources (markets) which 
impact supplier (source) risk management when these sources (markets) 
are interacting in a B2B exchange, which we will discuss below. In 
the later parts of the current chapter, for pedagogical reasons, we only 
describe the results corresponding to sources/markets which possess the 
least complicated characteristics of those we discuss below, e.g., perfect 
quality of supply 


1. Liquidity of Markets 


Liquidity has two essential components: participant liquidity and 
transaction liquidity. In our context, the latter is of greater importance, 
which can be interpreted as transaction volume. A detailed analysis 
reveals the fact that almost all of the existing marketplaces are cur- 
rently struggling with low transaction volumes. Only exchanges which 
are formally associated with large players or led by an industry consor- 
tium guaranteeing a minimum transaction volume, have been able to 
overcome this problem. Limited liquidity may lead to situations where 
demand (temporarily or in general) outstrips supply meaning that the 
capacity of the exchange is not sufficient to satisfy all of the demand, an 
issue that is incorporated in one of the models we present. 


2. Quality of Supply 


To ensure a minimum quality of supply and delivery performance, 
market-makers are setting up qualification processes for buyers, sellers, 
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and the goods that trade hands and monitor their ratings, e.g., Supply- 
Works teamed up with Open Ratings to build a supplier-performance 
rating system that customers can access using supply chain market- 
places and exchanges built on SupplyWorks’ Max e-procurement solu- 
Чоп, Companies make also increasing use of third-party inspectors who 
perform physical inspection of goods that trade hands to reduce supply 
quality uncertainty. Despite all these urces/markets have 
varying degrees of quality, and this characteristic is certainly a key ele- 
ment when managing economic risk in drawing upon one ог more sources 
and meeting demand (sometimes with a minimal quality requirement), 
Later in this chapter, again for pedagogical reasons, we focus on perfect 
quality sources, and only briefly allude in passing to the implications 
of differing levels of quality on the nature of “optimal” polices and the 
resulting costs and/or profits. 


3. Channel Conflicts 


Although existing intermediaries and new B2B exchanges can act as 
complements and are not necessarily substitutes, it is still unclear how 
spot markets affect existing buyer-supplier relationships. For instance, 
for electronic parts distribution, Avnet and Arrow Electronics, two dom- 
inant incumbents, joined forces with ChipCenter and QuestLink to form 
Chips in order to compete with the newly created marketplaces E2open 
(a consortium of IBM, Hitachi, Nortel Networks, Toshiba, Lucent, and 
Solectron) and eHitex (created among others by Compaq, HP, and Gate- 
way). Thus, as an alternative to the collaborative framework used in thi 
chapter, where we consider a cooperative approach to use a long-term 
(reservation capacity based) supplier and a spot market, there could 
be a multiple channel environment, where the channels are in conflict. 
Dynamic game models can be used to model these environments. 


4. Pricing Dynamics 


While fixed prices are well suited for small-ticket items with small 
transaction volume or catalog models with pre-qualified suppliers and 
predefined business rules, price mechanisms in exchanges, in particular 
in spot markets, using real-time, bid-ask matching processes will result 
in highly dynamic prices. Not surprisingly, most procurement managers 
do not know how to deal with the new volatile price environment and 
are thus reluctant to fully use B2B exchanges. 

Moreover, as the implicit value of any supply contract is driven by 
tribution for the item in question, the per- 
ceived value of a contract differs from company to company as it is 
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driven by (among other factors) the distribution of a company's end de- 
mand. Hence the question arises on what a fair and efficient price, e.g., 
for perishable capacity, should be. Similar to approaches for financial 
exchanges, one could argue that there should exist a price equilibrium 
between long-term and short-term contracts. However, the argument 
becomes much more involved as the value of a contract is potentially 
different for each of the players. Furthermore, from a supplier's point 
of view, dynamic pricing bears the risk of alienating big, strategic cus 
tomers who insist on lower prices than their competitors or other ci 
tomers of the supplier and who may find out that a component is sold 
at a lower price via a B2B exchange. 

Later in this chapter, we use a simple affine pricing schedule for the 
reservation capacity cost as a function of the quantity actually bought 
in relation to the quantity reserved initially. Consequently, this pricing 
schedule captures the risk sharing agreement between a manufacturer 
and his long-term supplier for the supplier's underutilized capacity re- 
sulting from the mismatch between the reserved and used capacity. The 
spot market is assumed to possess a fairly general random price that may 
depend on the amount the manufacturer purchases on the spot market 


5. Fairness 


One of the most commonly cited challenges for B2B e-commerce is 
the question of fairness in B2B exchanges. Аз stated above, the implicit 
value of any supply contract depends on the underlying demand distri- 
bution, and consequently a contract may have very different values to 
different companies. Hence it is unclear what a fair price for the item 
traded should be (in particular, perishable items or goods with high 
holding and storage costs will cause difficulties). Similarly, some ben- 
efits due to exchanges are only the result of the interaction of several 
players, e.g., it is widely accepted that demand aggregation reduces pur- 
chasing costs through quantity discounts. Although it seems intuitive 
that the savings due to demand aggregation are passed on such that 
bigger buyers obtain a higher share of the total savings, it is not clear 
how this issue is going to be resolved. That is, there are no models that 
are widely used in practice to compute optimal solutions, despite the 
fact that the problem is a long standing one that is well known in the 
economics literature. 


6. Incentives 


A recent report by AMR Research (2000) states that suppliers balk 
at using Web exchanges, especially since they pay the fees charged when 
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doing business on-line. Meanwhile, suppliers must still manage their own 
inventory, logistics, and customer service. Overall, most experts agree 
that there must be value-added propositions for both buyers and suppli- 
ers to induce membership in any specific exchange. “If these exchanges 
are to succeed, there has to be a superior value opportunity for all sides 
and if not, then no side will participate,” says Chuck Donchess, execu- 
tive vice president and chief strategy officer for Commerce One. Conse- 
quently, some modifications may be required in the future, in adapting 
the results in this chapter, so that the supplier's economic perspective 
is captured in implementing risk management from a manufacturer's 
perspective. 


7. Spot market with Lead-time and Derivative Prices 


А spot market can have either zero or finite lag (lead) time. Similarly, 
the demand-price curve can have a fixed price, random price, or the 
price can be a derivative such as a forward price, real option, etc. In 
this chapter, we consider spot market prices as fixed or random, assume 
zero lead times, and defer a discussion of the other variants to another 
paper. 


8. Multiple Parameter Trade-offs and Risk-preference Structures 


Having access to more alternatives increases the complexity of decision- 
making to both vendors and customers. Both will have to trade-off 
multiple criteria, such as price, quality of supply, or lead-time. For in- 
stance, some spot markets may offer the same item at a lower price, 
but also with a lower quality of supply than others at the same point in 
time. Furthermore, although firms should be risk-neutral with respect 
to small investment and procurement decisions, many managers would 
like to account for their aversion against the risk associated with ex- 
changes. Both the multi-parameter trade-offs and risk preferences are 
mot explicitly considered in this chapter, for ease of exposition. 

The extensive list of issues with regard to B2B e-commerce implies 
that the associated decision-making becomes very complex and that 
there is an urgent need for decision support tools accounting for un- 
certainties and risks associated with B2B e-commerce. To this end, in 
this chapter, we will describe recent novel research which provides an- 
swers to some of the procurement issues discussed above. We begin our 
presentation with a short review of traditional supply contract literature 
which applies to private marketplaces. We then continue with more re- 
cent research that mainly focuses on exchanges, and more specifically, 
on risk management through the interaction of (spot market) exchanges 
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and traditional supply contracts. This work is of great significance in 
helping manufacturers manage their economic risk in choosing between 
different types of suppliers such as: 

- a possibly lower priced long-term (reservation) capacity, with a risk 
of having to pay for unused capacity if demand is low (that can be shared 
with the supplier), versus. 

- a (potentially) more expensive spot source, which ensures excess 
demand is met in the instance that demand is significantly higher than. 
anticipated and provided for with the long-term supplier alone. 

In the next section, we begin with an overview of some recent re- 
search which addresses the quantitative risk management issues we have 
repeatedly alluded to above and then describe the results in some detail, 
and conclude with future directions 


4. Quantitative Models for B2B E-Commerce 


We now describe the concrete results available to address the issue of 
economic risk management in supplier management in a B2B exchange, 
including our most recent research (Araman et al. (20002), Araman et 
al. (2000b)), to which we will refer. Each of these sections concerns 
research that develops solutions for each of the markets in the boxes of 
Figure 32. We move from results concerning private markets, to those 
concerning spot markets, which are of particular interest to us. 


41 Traditional Supply Contract Literature 
(Focus: Private Marketplaces) 


The literature on production-inventory systems, and particularly, sup- 
ply chain contracts, both game and non-game based models, has ex- 
ploded over the past few years. The results are very pertinent to risk 
management in private markets and provide useful insights for one-to- 
one type supplier-customer relationships or other forms of long-term in- 
teractions. Two recent review papers (and Bassok and Anupindi (1997b), 
as well as Tsay et al. (1998)) summarize many of the results. The re- 
search on supply contracts can be fundamentally separated into sup- 
ply contracts with no commitments and supply contracts with commit- 
ments (regarding order quantity or delivery performance). Bassok and 
Anupindi (19973) analyze a single product contract where the supplier 
offers discounts for a total minimum quantity commitment to a buyer 
facing stochastic demands. Anupindi and Akella (1993) consider an- 
other form of commitment, in restricting the periodic order quantity of 
the buyer. They study a class of contracts that require the buyer to 
commit, at the beginning of the planning horizon, to purchase a certain 
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minimum quantity in every period. Orders can be adjusted upwards for 
payment of a price premium. Furthermore, the contract reflects the de- 
livery responsiveness of the supplier to the order quantity adjustments. 
Observe that these papers address the issue of trading off upside and/or 
downside risk through operational policies, but do not directly incorpo- 
rate reservation capacity related pricing. 

Similarly, a number of recent papers study the effect of dual sourcing 
on a production system. Although dual sourcing can be interpreted as 
ап alternative framework to the one presented in this chapter, it does 
mot fully capture the effect of capacity reservation and the respective 
literature focuses more on inventory related issues. For instance, Fong, 
Gempesaw, and Ord (2000) as well as Rudi (1999) analyze the effect 
of dual sourcing on the optimal inventory. Fong et al. study an inven- 
tory system with a choice between two supply options having different 
lead-times. They allow for normally distributed demand and Erlang dis- 
tributed supplier lead-times. In contrast to Fong et al., Rudi does not 
assume that orders for both supply options are placed concurrently and 
considers sequential decision-making. He uses a two-stage stochastic lin- 
ear programming formulation to analyze the split between make-to-stock 
and assemble-to-order. Both papers assume that all cost parameters аге 
deterministic. 


42 Simulation based Supply Contracts, Applied 
to a Private Market, and a Spot Market 


As described above, the traditional supply chain literature does not 
account for the recent development in B2B e-commerce, especially with 
regard to Internet-based exchanges. Thus, there is an urgent need for 
mew models that address B2B exchanges and their impact on current 
procurement practices. One can argue that the complexity of the prob- 
lems, the number of parameters involved and their characteristics make 
simulation techniques a useful approach for such problems. 

he recent paper by Cohen and Agrawal (1999) solves a stochas- 
tic dynamic programming formulation using simulation to analyze the 
trade-off between long- and short-term contracts. Their model, however, 
only allows for the usage of either contract at a time, i.e., a mixed strat- 
egy is not considered. The model proposed in this paper can be used for 
the comparison of long-term contracts and a spot market since a spot 
market can be approximated by a short-term contract with a very short 
duration. We discuss this in more detail below. The elements that dom- 
s of the spot market versus fixed investment 


inate are the uncertain pri 
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costs and learning cost reductions by the long-term supplier, along with 
the usual inventory and backlog costs. 

As mentioned above, the paper by Cohen et al. proposes a simulation- 
based model comparing short and long-term contracts. They consider а 
planning horizon of several years divided into Ty, review periods. Each 
review period is, in general, of one year in length or divided into Tr 
tactical review periods (a tactical review period is 1 week long and Tr 
is thus equal to 52). If the long-term contract is selected at any point 
during the horizon, it lasts for the remainder of the horizon. The short 
term contract however lasts, if selected, for the duration of a review 
period. During each review period the system evolves according to the 
selected contract. We define y as a 0-1 decision variable (0 for short 
term and 1 for long-term), 

The model and the results are valid for a shorter review period, with 
Tr smaller than 52. The only assumption needed is that the system 
reaches stationarity during one review period. Hence by shrinking the 
length of the short term contract as defined in Cohen et al. the short 
term contract could be replaced by a spot market as we defined it earlier 
in this work, both having almost the same characteristics as far as the 
model is concerned. Thus, we are interpreting the conclusions of the 
paper in our framework, so that the results and insights can be used 
in a B2B exchange framework. The supply managers will still face the 
same dilemma of choosing between either a short term or a long-term 
contract. The first option has the advantage of offering the flexibility to 
switch to different suppliers and is based on a speculative (or random, 
in the sense of not known a priori) market price, whereas the long-term 
relationship requires a fixed initial investment and is based on a price 
written into the contract. In addition, learning effects due to the long- 
term relationship аге described by an annual percentage reduction, 6, of 
the total cost incurred, 

This paper considers a risk averse supplier whose problem is to select 
the optimal contract for each strategic period by minimizing the total 
disutility of costs over the entire horizon. To account for the buyer's risk 
aversion, the authors suggest that the buyer follows a “mean-variance” 
type of function to evaluate the total cost C, incurred in one review 
period 


U(C) = ЕС] + AVar(C) 
where А (A > 0) reflects the risk aversion of the buyer. (The more 
risk averse the buyer, the larger the value of А.) Hence, the problem 
is formulated as a stochastic dynamic program, where at each review 
period the manager chooses one of the two types of contracts for that 
period, based mainly on the previous price of the spot market. He will 
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then need to decide on the tactical inventory policies. That is, he has to 
account for the cost of goods (P, total purchase price paid during period 
т), the fixed investment when the long-term contract is selected, K, as 
well as the inventory and shortage costs. The optimization is performed 
over the entire horizon. Although the main focus of the paper is on the 
non-stationary, finite horizon setting, a first intuitive result shows that 
under the stationary, infinite horizon assumption (i.e., the spot market 
price is time stationary) a “now or never” kind of policy is adopted; 
that is, the long-term contract is selected either at the very beginning 
ог never. The reason is that the formulation of the problem is the same 
every period and is independent of the other periods. As a consequence 
of the non-stationarity, the formulation of the problem becomes similar 
to that of American call options for which the solution can only be 
determined numerically. 

In what follows we will briefly describe the different parameters that 
are included in the model, present a summary of the results, and con- 
clude with some managerial insights. For a more detailed description of 
the model the reader is referred to Cohen and Agrawal (1999). 

As we stated earlier, the spot price plays a major role in this model, 
and its non-stationarity is crucial. The distribution of the spot market 
price is assumed to follow a multiplicative Binomial process, and to only 
depend on the realization of the previous period. We let ў, denote the 
random market price and py the realization of the price at time n. Then 
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where A* and A^ аге two constants that determine the upward and 
downward trend of the price. т“ and 7% are usually assumed to equal 
0.5. This results clearly in a non-stationary environment where the 
prices in successive periods are correlated. On the other hand, the price 
specified by the long-term contract at a given point in time is locked 
їп for the remainder of the horizon, and is assumed to equal the spot 
market average price during this period. We note that the selection of 
the contract occurs before the spot price is revealed in this particular 
period. The total expected purchase cost during one review period is 


Palun) = Игру) 


where pis the average demand and 
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In addition, the supply manager will also decide on an order (up to) 
policy, by trading off holding and penalty costs. This results in a quasi 
news-vendor model that incorporates the different lead times based on 
the contract's type and the length of the horizon. Let C, (ул) be the 
aggregate inventory and shortage costs. The dynamic programming for- 
mulation is then given Ьу 


U(v(yn—1 jui) 
min {K (yn — Ма-а) + Pao) + Co (un) + СО (И) 


where ¢ is the discount factor. The simulation-based conclusions are very 
insightful and interesting. As stated above, the long-term contracts are 
characterized by the rate of cost improvement, б, and the first conclusion 
is that long-term contracts аге worth considering if § is higher than a 
threshold value so as to compensate for the high initial investment, K, 
incurred. This partially explains why managers are reluctant to establish 
а long-term relation with a supplier. A "wait and see” policy is usually 
adopted in a non-stationary environment where usage of the short term 
contract (or use of the spot market in our case) is more suitable at the 
beginning; then, based on the dynamics of the spot price, as described 
by the drift and volatility of the price process, the decision is made to 
either wait longer or to lock in the price in a long-term contract. This 
strategy clearly depends on the initial price distribution known to the 
managers, as well as their risk aversion. If the probability that the price 
will go up is high and the decision-maker is highly risk averse, a long- 
term contract is selected in some cases from the very beginning, even 
with high initial fixed investment, K. The main contribution of this work 
is to identify, in fairly general settings, the factors that contribute to а 
contract selection. These factors are the fixed investments, the length 
of the planning horizon, the improvement rate for long-term contracts, 
the risk aversion of the decision maker and finally the price uncertainty 
of the spot markets. 
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The previous approach, although very comprehensive and broad, did 
not allow for a simultaneous use of both modes of supply: the long-term 
contract and the spot market. Introducing this option into the model is 
not just a means to complete the previous results but a way to study how 
the presence of the spot market affect the traditional supply channels, 
i.e., long-term contracts, whether one dominates the other, or whether 
they could possibly coexist together. As we stressed earlier, introducing 
the various characteristics of those contracts makes the problem ana- 
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lytically intractable. For instance, a major difficulty introduced in the 
Cohen and Agrawal model was the non-stationarity of the spot mar- 
ket price. Although this factor could be of primary concern, relaxing 
it should enable us to get the right insights concerning how the two 
methods of procurement evolve together. Once we make the stationar- 
ity assumption, which corresponds to an equilibrium stage, the setting 
is equivalent to a one-period problem, as shown above, because the state 
space is then independent of time. What is optimal in a particular period 
will remain optimal in a subsequent period, i.e., a myopic policy is opti 

mal. In the following paragraph, we describe two models addressing the 
question of whether a spot market and long-term contracts will coexist 
or not, with many similarities but several significantly complementary 
features. The first one considers a general setting with non-linear pricing 
for both a long-term supply mode and a spot market while still allowing 
us to draw analytical conclusions on the optimal procurement strategy. 
The second model assumes specific distributions of the spot price and 
the demand, but it identifies in some cases closed form solutions of the 
optimal procurement strategy, and studies the sensitivity of the model, 
in general, to the different factors involved, including the risk preference. 
of the decision maker. In any case, both models show the optimality of 
a mixed strategy in such an environment, i.e., both modes of supply will 
coexist. 


4.3.1 A General Approach for a Risk-Neutral Decision- 
Maker. Тһе main objective of this model by Araman et al. (2000b) 
is to determine the optimal strategy that the buyer should adopt (in the 
following we will interchangeably use buyer and manufacturer) when two 
main modes of supply are available: a procurement channel through the 
spot market and a long-term channel defined by a reservation capacity 
level. In line with the widely known fact that corporations should be risk- 
neutral for decisions involving small investments relative to their overall 
wealth (which is true for most procurement decisions), we model the 
manufacturer as a risk-neutral decision-maker. Furthermore, to reflect 
the recent trend towards customized products and just-in-time manu- 
facturing, as manifested in the automotive industry, we model the man- 
ufacturer’s production environment as make-to-order (МТО), which has 
the additional benefit of making our model easier to follow. The man- 
ufacturer has to satisfy an aggregated (end-market) demand, dm, via 
the two procurement channels. The long-term contract, on one hand, 
specifies a unit price schedule and а capacity level that is reserved for 
the manufacturer. The spot market, on the other hand, is character- 
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Figure 3.3. Manufacturer (a) and Channel Profit (b) - Case 1 


ized by a price-quantity curve z(d). Figure 3.3 describes the conceptual 
framework, detailed in the next four subsections. 

In order for the manufacturer to achieve her serviceability objective 
and hedge against the variability of demand and supply (which may also 
be impacted by the supplier's capacity limitations), the manufacturer 
offers her supplier a long-term contract defined as follows: In period 1 
the manufacturer will determine a capacity reservation level K, based 
on a pricing scheme P (d). Subsequently, in period 2, the manufacturer 
has to meet a random demand dj,. When the demand is lower than K, 
(dm < К), she will order dm from the supplier and pay a unit price of 
Px (dja). Similarly when the demand is higher than K, (dj, > К), the 
manufacturer will order the maximum reserved capacity, i.e., K units, 
from the supplier at a unit price of Рк (К). In this case, however, ii 
order for the manufacturer to meet her total demand, she will need to 
procure the remaining units from the spot market. We assume that the 
total demand dy, has a continuous density function fy,, and admits finite 
first and second moments. 


The Supplier Pricing Scheme. To allow for risk-sharing between 
the long-term supplier and the manufacturer, the long-term supplier 
will charge a unit price Рк(4) for an order of d units. Clearly, this price 
depends on the capacity that the manufacturer reserved in the original 
contract, K, and on her actual order, d. If the reserved capacity is fully 
used, the supplier will charge a unit price of Pg (K). If only an amount 
d with d < К is used, he will charge Px(d) > Px(K) to account for 
any losses due to the under-usage of reserved capacity. Hence ёр (а) 
Px(d)= Px(K) is the capacity reservation penalty. The assumptions on 
the pricing scheme are the following: 


52 SUPPLY CHAIN MANAGEMENT 


= For all K the penalty £ is linear in d. This is similar to the ap- 
proaches by Li and Kouvelis (1999) as well as by Barnes-Schuster 
et al. (1998). 


= The cost of goods Py (d)-d is always increasing with d, i.e., it costs 
more to buy more. As demand is random, the manufacturer and 
supplier commit to a risk-sharing agreement in the following sense: 
the penalty in total supply cost for “under-ordering” with respect 
to K becomes smaller as the order quantity approaches K. 


= Py(K) = pis independent of K. This assumption is for pedagogic 
reasons only. However, it can be interpreted as the result of the 
negotiation between manufacturer and supplier. The first wants to 
have Pg (K) non-increasing in K, whereas the latter prefers to see 
Px (K) being non-decreasing in K, which may lead to P(K) = p, 
independent of К. (See Araman et al. (2000b) for a more detailed 
justification and a model without this assumption) 


Based on the previous assumptions, a linear function that fulfills 
all of these conditions has to be of the form: 


Pad) 
Rid) =0 


р+к =2р- Bd foralld<K (81) 


Thus the penalty Єк is givenby: Ex (d) = р(1— $e). See Figure 3.4 
below for an illustration of the long-term pricing schedule Py (d) 


Remark3.3 We should note that we could relax the last assumption 
related to Рк(К) from being constant (of value p) to just being non- 
increasing with K. That is, the results to follow in this section will re- 
‘main valid for any pricing scheme that fulfills the first two assumptions 
above (ie, regarding the linearity of the unit cost and the increasing 
property of the total cost). The choice of (3.1) is only for clarity of 
exposition. 


‘The Spot Market. Companies expect overhead to decline and 
prices for materials and components to drop dramatically in the short 
term as suppliers are forced to compete head-to-head on-line. However, 
we believe that once equilibrium is re-established, prices for long-term 
contracts will tend to be lower than spot market prices as the additional 
flexibility on the spot market will be rewarded with a price premium, 
at least in expectation. Furthermore, as the spot market for most 
dustries is still maturing and there is little data or analysis available 
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Figure 3.4. Long-Term Pricing Schedule 


that describes the behavior of these markets precisely and since indus- 
try experts predict that different market mechanisms will co-exist on 
each exchange, we have exercised great caution in making assumptions 
about the spot market and define it as a random price-quantity func- 
tion. Thus the unit price т(@) is a random variable that depends on the 
number of units d ordered, such that for a fixed d, 7 is defined by its 
density function f,.4)(.). л is in addition dependent on and most likely 
positively correlated with the total demand dm, received by the buyer. 
Since we consider the optimal mix with respect to the expected value of 
the procurement costs, it is sufficient to consider that the spot market 
price is given by #(d,dm) = Elt(d)|dm] where for every order d and 
a total end market demand dm, (d, dm) is the expected value of the 
price. In addition, as we did for the long-term supply pricing scheme, 
ме assume that the function TI(d) = #(d,d,,) +d is increasing in d, іе, 
the total cost of goods increases with the quantity of goods bought from 
the spot market. We let П(0) = 0. On the other hand, as we stressed in 
the first sections of this chapter, one of the main issues related to spot 
markets is their liquidity, as manifested by the current low transaction 
volume of most spot markets. That means that companies may not be 
able to fill all of their demands using only the spot market. We therefore 
consider in the general case a spot market with a capacity constraint, 
ie., C is the maximum amount available at the time when the buyer 
places her order. We assume that C is random, possibly dependent on 
the total demand d, and bounded by a constant value Сы, 

For clarity of exposition we make the assumption that т is indepen- 
dent of d, and that C is constant (possibly infinite). Again the main 
results hold true in the general case (see Araman et al. (2000а), and 
Araman et al. (2000b) for details). Therefore, unless stated otherwise, 
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we consider z(d) Ejz(d)]. We finally assume that: 


+0 
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n= f (и) fa (u)du < оо 


T Í “пл „бй < 00 


Problem Formulation. Our first approach is to consider a risk- 
neutral buyer interested in minimizing her expected total procurement 
cost G(K). As we will see below, the model is defined such that higher 
moments of the demand distribution will come into play. Thus, despite 
the assumption that the decision-maker is risk-neutral, which makes the 
problem tractable, the model still captures the volatilities of both the 
demand and the spot market. If we denote U(X), the total random cost 
associated with a reserved capacity level К, the optimization problem 
of the manufacturer can be written as follows: (We will use the follow- 
ing notation: E[X;4] that should be read ЕХ. /(A)], where 7 is the 
indicator function. It means the expected value of the random variable 
X, under the event A, which is not to be confused with a conditional 
expectation.) 


in G(K) = min E[V;dy < К] + EW; dm > K] 

min G(K) = min B[0(K)] = min (E[ids < K] + EW; dm > KT) 
(3.2) 

When the demand of the manufacturer is less than К, she will only use 


the long-term contract, and therefore: 


к 


E[V;d,, < К] [ Реб) fas (u)du (33) 


However when the demand is higher than К, exactly K units will be 
supplied by the long-term contract and an additional dm — К units will 
have to be purchased on the spot market. Again, since most spot markets 
are currently struggling with low transaction volumes, the manufacturer 
may not be able to purchase аз many units on the spot market as needed 
and the amount available to the manufacturer is given by max(C,d— K), 
where C is the spot market capacity. We assume that the manufacturer 
incurs a fixed penalty cost per unit, b, on those units that she could not 
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buy on the spot market. 


с+к 
E[W;dm > K] [ кода [6 (u — K)n(u = K fas (u)du. 
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We will divide the total expected cost into two parts, slightly differently 
than just computed. The first term, Нут represents the expected cost 
that is spent via the long-term contract, whereas the second, Нем, is 
the expected cost of purchases on the spot market, including the penalty 
cost for a possible undersupply. We rearrange the terms of the previous 
equations to obtain: 


к 
Hos [uP tad fas Cou Киз — Fa, (К) 
02 E Jufan (du Kp(1 — Fas(F)) 


Ti(u — К) (шди + bE|dm — (К + C)]* 


and the total expected cost is again the sum of the two terms 
G(K) = Hyr(K)  Hsu(K) 


Proposition 3.4 Hyp(KX) is a positive, increasing, and concave func- 
tion of К such that Нут(0) = 0 and Н converges asymptotically to a 
finite constant Hyp(o0) as К — oo. 


Proposition 3.5 Hgy(K)is a positive decreasing function of K such 
that Нѕм(0) > 0 and Hsm converges asymptotically to 0 as К — оо. 


These two last propositions are very intuitive. As K increases the 
(expected) amount paid to the long-term supplier increases and, simul- 
taneously, the amount spent on the spot market decreases in expectation. 
See Figure 3.5 for an illustration of Пут and Hsm. Notice that in the 
graph below, Hsm(0) is greater than Нрт(оо) or in other words, it is 
more expensive in expectation to only purchase on the spot market than 
to go exclusively with the long-term supplier. 
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Figure $5. Dlustration of Ну and Ном 


Main Result. Ме now describe a set of results that indicate that 
the spot market is valuable under fairly general conditions, and also 
characterize the values of the (optimal) contracted capacity K. 


Theorem 3.6 Let K* be the optimal value of K that minimizes (3.2) 
and let ġ(u) = In(fa, (и). 


= If the following assumptions hold: 


3ugVuz ш and Vt, ó(1-u) < 0) + ó(u) (3.4) 

T > p or Ti > 2pE(ds] (3.5) 

then the cost function С admits a minimum at K* such that 0 < 
K* «o. 


* Ifthe total demand dy, has finite support [a,b] with 0 < а < b < oo 
and 
z(u) > p for all u € [a,b] (3.6) 
then the cost function G admits a minimum at K* such that а < 
K* «b. 


It is important to recognize again that K* = b (b = oc in the first case 
and bfinite in the second) corresponds to the case when the manufacturer 
uses exclusively the long-term supplier and that K* = 0 is equivalent 
to the manufacturer only purchasing from the spot market. A value of 
K* equal to an interior point of the support of dm means that a mixed 
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strategy is optimal. Before giving an intuitive interpretation of the pre- 
vious main result, we will note two things. First many density functions 
have the characteristics given by (3.4) such as an exponential distribu- 
tion or a normal distribution; more generally, any random variable with 
ап exponential tail distribution would work. Secondly, (3.5) is basically 
saying that the spot market is somehow more expensive than the long- 
term contract. One of these two conditions is enough for the result to 
hold. The first one is equivalent to saying that the expected marginal 
cost of procurement from the spot market, П', is greater than the mini- 
mum long-term procurement cost, p. The second condition means that 
it is cheaper for one to select the long-term contract as the only means 
of supply than using the spot market exclusively. In the context of this 
paper this seems а very reasonable assumption: the exchanges, as we 
noted earlier, create value to the buyers (e.g... the flexibility of switching 
to other suppliers or offering great quantity flexibility) and that comes 
at a certain cost. 


Remark 3.7 By concluding that K* never takes on one of the extreme 
points of the domain, Theorem 3.6 demonstrates that for a wide range of 
demand distributions a mixed strategy is always optimal, i.e., the buyer 
will always choose to meet part of her demand with a long-term supplier 
(or a catalog hub as defined earlier in the B2B E-commerce framework) 
and the remaining from spot markets. 


Remark 3.8 The intuition behind the result of Theorem 3.6 (as illus- 
trated in Figure 3.6) is that the realizations of the higher demand values 
occur only with a small probability, and thus the manufacturer is better 
offpaying a high price on the spot market for these “rare” (“low proba- 
bility”) events than to almost always pay a penalty for under-using the 
supplier's capacity. Nevertheless, it is surprising that a mixed strategy is 
optimal almost independently of the spot market price (e.g. even for a 
very high one in comparison to the long-term contract pricing schedule) 
and of the spot market capacity constraint. 


Approximating Bounds and Numerical Solutions. Figure 
3.7 illustrates that the optimal mix between long term contract and 
spot market can lead to a significant reduction in procurement costs in 
comparison to an exclusive sourcing from the long term supplier (as is 
the current practice in many industries). In this example, we modeled 
demand, dm, аз а normal variable and the spot price as т{и— К) = 
ү tt. Other functional forms of (u — К) are conceivable, but yield 

apacity 


mostly similar results. Notice also that the optimal value of 
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Reservation Capacity Level 


- with Spot Market 
- without Spot Market 


demand, d 


Figure 3.6. Intuition behind Theorem 3.6 


а,-ма02) 
р=2 
x22 


Figure 3.7. Illustration of C (K) es a Function of K for Normal Demand, dm 


reservation with the long-term supplier, K*, is less than the mean value 
of demand (K* = 9 vs. дд = 10). In general, however, we noticed that 
K* is close to the mean value of demand, although most often greater 
than да, depending on the relative prices of long term contract and spot 
market. 

The general setting we adopted makes it almost impossible, except 
numerically, to obtain the optimal capacity reservation level, K*. How- 
ever, it is important at this stage to get a better feeling of the range 
of values where K* could lie. For instance, let us assume that K*, even 
though finite, is taking on a high value, far from the mean of the de- 
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mand. Hence, only a very small portion of each manufacturer's demand 
will be purchased via the spot market. Therefore, under such a scenario, 
it is legitimate to wonder if it is really worthwhile establishing these spot 
markets. Fortunately, by solving the problem numerically, we can see 
that for reasonable spot market prices, K* takes on values close to the 
mean and, in some cases, when the spot market is not too expensive, 
even smaller than the mean of the demand. In addition, although we 
were not able to get a closed form solution, we are able to compute, 
in some fairly general settings, upper and lower bounds for K* that 
help determine numerically an approximation of the optimal reserved 
capacity. 

For the remainder of this paragraph we follow the derivation of the 
bounds for K* in Araman et al. (2000b) and assume that the density 
function of the demand is unimodal with m denoting the (unique) mode, 
Le. Vu > 0: fam (m) > fam (u). We consider the spot price to be random 
and dependent on the total demand dm received by the manufacturer. 
Furthermore, we assume that a single spot market unit price applies, 
regardless of the number of units ordered. This is a reasonable assump- 
tion for many commodity-like items with small economies of scale effects 
Hence, z(d) should read E[z|d. Let ту = mingso т(@). As we said ear- 
lier, the spot market price is assumed to be higher than the minimum 
price poffered by the supplier, and thus лр > p. We define, 


К=Р Т) (37) 


Theorem 3.9 Let K be given by (3.7) and K the biggest solution of the 
following equation: 


Jus (FO) З) - 2p} R? + 2pm 


Then under the conditions of Theorem 3.6 and if the density function of 
the demand is unimodal: 
K«K'«K 

Remark 3.10. The main benefit of Theorem 3.9 is to reduce the compu- 
tational complexity necessary to determine the optimal level of capacity 
reservation, K*. In addition, as illustrated in Figure 3.8, the expected 
cost associated with both К and K, G (K) and С (K), respectively, are 
close to the optimal value, G (K*) for small values of standard deviation 


in demand, 04. For larger values of og, С (K) can be а good approxi- 
mation of G(K*), with, in this case, associated error of less than 10%. 
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ИГИЛГЕ КУЕ ЕЕЕ; 
‘Standard Deviation of Demand, о, 


Figure 3.8. Ilustration of G(K*), G K , and G(X) as a Function of ca fot dm ~ 
N (80,04), p 2,5) m 2p 14 Vd 


4.3.2. — Assessment of the Spot Market Advantages for a Risk 
Averse Buyer. The second model, which focuses on the coexis- 
tence of both modes of supply, is due to Seifert et al. (2000). The 
authors define a one-period problem, where supplies can be procured 
cither through a forward contract or via a spot market. As opposed to 
the earlier model, the authors in this paper consider constant unit prices 
ilar to some extent to а newsvendor model) and assume the random 
variables to be normally distributed. Moreover, they introduce а factor 
to account for any potential risk aversion of the decision-maker in а sim- 
ilar manner to Cohen et al. (1999) and present a complete sensitivity 
analysis of the ordering strategy with respect to the different factors in- 
volved. Furthermore, they propose that the procurement costs for both 
the long-term contract and the spot market are linearly increasing in the 
quantities purchased and they also study different modes of the system 
where the spot market is used by the manufacturer for buying and sell- 
ing (BS model) as opposed to buying (BO model) or selling (SO model) 
only or not using it at all (from the buyers perspective). The buyer in 
this context is interested in maximizing the profit Il. The long-term 
contract (defined here as a forward contract) is based on a fixed unit 
price c and a reservation quantity q with q being the decision variable. 
As the random demand £ is received, the buyer will try to meet £ by 
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using first the g units available from the long-term supply and if more 
units are needed purchasing them from the spot market at a random 
price s. On average the spot market is considered more expensive than 
the forward option, with, however, a negligible lead-time compared to 
the long-term contract. When the demand £ is less than q then the 
differenceg — £ is salvaged at a unit value v, A fixed unit revenue r is 
generated from each unit of satisfied demand. When the spot market is 
used for buying and selling then и = s, otherwise, the salvage unit value, 
и, is taken to be constant, non-random, and smaller than the long-term 
unit price, c. The analysis is performed assuming positive correlation 
between the demand and the spot market price, s, and more specifically 
(£, в) is considered as a bivariate normal distribution with correlation 
p > 0: (£5) ~ BN (pa, ua, 03,02, p). In the BS case, which reflects the 
fact that the traditional roles of buyers and sellers become unclear in a 
spot market, the authors obtain a closed form solution for the optimal 
contract quantity 


Eu ри) 


dhs = + 


when solving 
max ЁПвз(4) — kVarllgs(q) 


When studying the sensitivity of these results, the authors find out that 
as the buyer in the BS model is more risk averse (Е positive and in- 
creasing) the optimal amount gj, c, defined in the contract and available 
to the buyer at the price с, will decrease. This behavior is due to the 
fact that the spot market is used to salvage the units in excess. Hence, 
decreasing q will decrease the amount that will be sold at the speculative 
price s. We note that as k — ос, ghg gets closer to the mean demand 
and the profit approaches (r — e)p, Which is the amount that is achieved 
without the presence of a spot market. Another important factor is the 
volatility c, of the spot market. Increases їп о have a similar impact 
on the ordering quantity to an increase in К. When the volatility of the 
spot market is small, the spot price approaches its mean, jg, which is 
higher than c, the unit cost. The decision maker will tend to order a 
higher value gpg. On the other hand, as g, becomes higher, the risk 
averse buyer would want to use as little as possible the spot market. We 
could study similarly a Buy Only model (BO), that is characterized by 
а constant salvage value as opposed to Selling only (SO) where the spec- 
ulative part of the market enters into account in the salvage value. By 
comparing all of these models we observe that the buying models (BS 
and BO) will generate the highest profit in expected value by taking 
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advantage of the volatility of the market, and thus the profits will also 
have the highest variances. 

Оп the other hand, these two models will clearly increase the fill rate of 
the buyer, and the existence of the spot markets will create a new source 
of supply that will help the buyer to better meet the demand. АП of these 
points stress the value that is created by introducing spot markets. The 
co-existence of the spot market with the traditional forward contracts 
is another conclusion that was implicit throughout this analysis. This 
becomes even clearer when studying the numerical examples that show 
that the ordering quantities via the forward contract are in most cases 
smaller than or close to the mean demand. 


‘The Supplier’s Point of View. Тһе various models described 
above consider mainly the advantages of spot markets to the buyers. As 
important as is this perspective, it is also crucial to take the suppliers’ 
point of view and study how these markets could affect their profitability. 
А first analysis would suggest that the supplier will have access to more 
customers on the spot markets and therefore one would expect a better 
management of their capacity due to the diversification of the demand. 
However, the creation of spot markets, will lead to a highly competitive 
environment possibly resulting in lower unit prices. Therefore the final 
outcome is not evident. A preliminary study based on a simpler version 
of the model of Araman et al. (2000b) shows the existence of a Nash 
equilibrium between a supplier and a buyer. While the buyer chooses 
the optimal procurement mix between the spot market and a long-term 
contract, the supplier has the option of entering a long-term contract 
with a buyer and/or selling the remaining of her capacity on a spot 
market. However, more results in this promising direction are needed 
before we are able to conclude positively on the general economics and 
value of B2B exchange markets, and spot markets in particular. 


5. Outlook and Conclusions 


‘This paper presents survey of the literature pertaining to analytic 
approaches for B2B e-commerce. The literature is quite recent, and 
ме note that the research has not yet evolved in a coherent manner 
nor can it provide answers to all of the issues involved with B2B e- 
commerce. However, as buyers and suppliers engage in Internet-based 
marketplaces across industries, the ability to assess the implications of 
such spot markets and to understand the risks as well as the benefits 
sociated with them becomes crucial. The contribution of this chapter 
lies in taking an idealistic view of such spot markets, where we show that. 
both spot markets and long-term contracts coexist under fairly general 
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conditions. Knowing that such spot markets can significantly reduce 
supplier costs, even if the unit price on the spot market is much higher 
than via the long-term contract, procurement managers should increase 
their companies’ efforts towards Internet-based procurement and prepare 
its supply chain for such a change. Capitalizing on the various models 
described above, these managers can effectively manage the risk of such 
a move and determine the optimal procurement channel mix. 

It is important to recognize that the models described here focused 
primarily on standardized goods and services. However, if customized. 
products are to be exchanged, which are specifically made and designed 
for one customer, the spot market could be designed to trade production 
capacity instead of finished components, as long as the same machines 
can produce several customized products for potentially different com- 
panies (possibly requiring a set-up time). The semiconductor industry 
represents an example where it is common practice to negotiate supplier 
contracts based on wafer starts per week, i.e., in production capacity. 
Quality and delivery performance become more important in such a set- 
ting, since the manufacturer is highly dependent on the supplier's ability 
to deliver high quality products on time. However, as more and more 
Internet-based marketplaces offer quality verification on both the po- 
tential buyers and sellers, the main decision-making criteria will be the 
price of the good offered. 

We conclude this chapter by noting a number of specific areas for fu- 
ture research, some of which we already mentioned in our list of B2B. 
market characteristics. Although we made simplifying assumptions for 
the sake of exposition in this chapter, the papers by Araman et al 
(2000a) and Aramant et al. (2000b) address some of the issues listed in 
the section above, e.g., quality of supply. Furthermore, a forthcoming 
paper by Kleinknecht et al. (2001) considers portfolios of supply con- 
tracts and shows that a manufacturer prefers to access multiple long 
term suppliers (supply contracts) in addition to the spot market under 
very realistic conditions, However, despite these recent efforts, the fol- 
lowing topics in the discussion of B2B e-commerce have not been (fully) 
captured by the research literature, and we believe these are very signif- 
icant research areas in the near future. 


a Inventory Levels 


Although it is widely expected that B2B e-commerce technologies, and 
spot markets in particular, will lead to a better utilization of inventories, 
a model quantifying the extent of improvements is still missing. Existing 
papers on the benefits of information sharing and the bullwhip effect will 
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have to be re-defined to account for the additional procurement and sales 


channel through internet-based spot markets. 


* Options and Futures 


Similar to financial markets or to exchanges in the utility industry, 
derivatives for the procurement of components and services would be 
a valuable tool to hedge against uncertainty for both buyer and seller. 
One of the key differences with respect to financial instruments is that 
the (perceived) value of contracts and B2B spot markets depends on 
the demand distribution of the buyer, as well as how mission-critical the 
component is to the buyer - information which may only be known by the 
buyer himself (if at all). This raises the issue of what the correct/fair 
price for a component or unit of production capacity should be and 
makes the use of the traditional replication argument in the pricing of 
options and futures questionable. 


= Incentive Issues 


Although we were able to obtain some preliminary results regarding 
the existence of a Nash equilibrium between buyers and sellers under 
the co-existence of spot markets and long-term contracts, the overall 
economics of B2B exchanges, including the role of suppliers, is still un- 
clear. Also, at a more operational level, the creation of spot markets 
raises the issue of how existing (distribution) channels will react to thi 
new channel. Dynamic game models can be used to model these envi- 
ronments, 


= Collaborative Games 


In principle, the aggregation of demand or supply can lead to signif- 
icant benefits for the parties involved. Academic models could study 
the underlying dynamics and quantify the economics for the individual 
players. 

= Fairness Issue 

As stated above, the question of fairness in B2B exchanges represents 
а major challenge for В2В e-commerce. By the same token, it is not 


clear how the benefits due to exchanges, which are only the result of the 
interaction of several players, should be shared, 


a Multi-criteria Decision Making 


It is apparent that the corporate decision-makers are reluctant to em- 
brace Internet-based marketplaces even if they offer lower procurement 
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prices than established channels. Therefore, analytical models trading 
off several factors such as lead-time performance, quality of supply, and 
unit price, will be of great value to practitioners and will be part of our 
future work. 
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Abstract Consider a retailer that sells perishable seasonal products with uncertain 
demand. Due to the short sales season and long replenishment lead 
times associated with such products, the retailer is unable to update 
demand forecasts by using actual sales data generated from the early 
part of the season and to respond by reple tocks during the 
season. To overcome this limitation, we examine the case in which 
the retailer develops a new program called “Advance Booking Discount 
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(ABD) program that entices customers to pre-commit their orders at 
а discount price prior to the selling season. However, such orders are 
filled during the selling season. The time between the placement and the 
fulfillment ofthese pre-committed orders provides an opportunity for the 
retailer to update demand forecasts by utilizing information generated 
from the pre-committed orders and to respond by placing a cost effective 
order at the beginning ofthe selling season. In this chapter, we evaluate 
the benefits of the ABD program and characterize the optimal discount 
price that maximizes the retailer's expected profit, 


1 Introduction 


То compete in global markets, many companies continue to launch 
new products and phase out old products rapidly.’ As product life cy- 
cles shorten, the fundamental issues in managing interacting areas such 
as pricing, forecasting and inventory control mimic those of fashion prod- 
ucts. For instance, if a company over forecasts and orders more than 
the actual demand, then it has to reduce prices so as to sell the leftover 
inventory at the end of the selling season*, Responding accurately to 
changing demand patterns by forecasting and translating forecasts into 
an efficient supply plan are key ingredients for success, especially for 
products with short life cycles and high demand uncertainty 

Fisher and Raman (1996) discuss the strategy of ‘accurate response" 
in which manufacturers first utilize early season sales data to update 
demand forecasts, and then respond to updated demand forecasts by 
producing and delivering products within the sales season. This strat- 
egy has helped Sport Obermeyer to make significant improvements in 
terms of inventory reduction, customer service and net profit. However, 
accurate response has two crucial requirements. First, the sales season 
has to be sufficiently long and fairly representative in the beginning of 
the season (о that one can update the demand forecast by using the 
sales data during the early part of the selling season). Second, the re- 
plenishment lead time has to be shorter than the selling season (so that 
one can respond to the updated demand forecast by replenishing stocks 
within the selling season). These requirements may not be met in var- 
ious situations. For example, consider the sales of pumpkin pies at a 
supermarket during Thanksgiving. The selling season is very short (ap- 
proximately 3 days), which makes it difficult to capture the sales data 


"Billington, Le and Tang (1998) report а list of challenging problems associated with rapid 
product replacements, Which includes accurate demand Torecasting and inventory manage- 
žPashigan (1988) reports that average mark down for fashion 
industry is around 16% 
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during the early part of the selling season. Since the replenishment lead 
times are usually long (approximately 5 to 7 days), it is difficult for 
the bakery to respond to an updated demand forecast. Consequently, 
to make supply meet demand under these circumstances, one needs to 
consider other strategies, 

In this chapter, we consider an alternative strategy under which the re- 
tailer develops an ‘Advance Booking Discount’ (ABD) program that en- 
tices customers to pre-commit their orders at a discount price prior to the 
selling season, However, these pre-committed orders are non-cancelable 
and are filled during the selling season, While the origin of the ABD 
program is unknown, we have observed its practice at Maxim's bakery in 
Hong Kong. Maxim’s bakery, the largest bakery in Hong Kong, owns all 
of the cakes hops located at all subway stations in Hong Kong. Maxim's 
dominates sales in the baked goods market in Hong Kong largely due to 
its reputation for quality and convenience. Around 6 years ago, Maxim's 
launched the ABD program for the sales of moon cakes-a traditional 
Chinese cake composed of a stuffing made from lotus seed paste and 
egg yolk. The moon cake is a perishable seasonal food consumed by 
the Chinese when celebrating the mid-Autumn festival. Maxim's ABD 
program operates in the following manner: During the month prior to 
the mid-Autumn festival, customers can place their orders at any of the 
Maxim's cake shops at 25% off the regular price. Customers pay the 
discounted price when placing their orders in advance and receive re- 
demption coupons for pick up during the week prior to the mid-Autumn 
estival. No order cancellation or refund is permitted. Maxim's guar- 
antees the availability of the moon cakes only to those customers who 
participate in the ABD program. If customers do not participate in the 
ABD program, they can always try to buy the cake during the week 
prior to the mid-Autumn festival at the regular price. 

There are three important benefits associated with the ABD program 
that will enhance the supply chain performance of the retailer. First, 
the ABD program extends the selling season without the need for imme- 
diate delivery. This enables the retailer to entice more customers to buy 
the product over a longer period of time without being constrained by 
production capacity. Second, under the ABD program, the placement of 
the pre-committed orders takes place prior to the season while the fulfill- 
ment of these pre-committed orders occurs during the season. Therefore, 
the time window between these two events provides an opportunity for 
the retailer to utilize advance booking data to generate a better demand 
forecast prior to the start of the selling season. Such improved forecasts 
offer an opportunity to the retailer for placing a more accurate order at 
the start of the season, while in turn reducing overstock and under-stock 
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costs and improving customer service levels. Finally, the ABD program 
allows the retailer to improve cash flows because the payment from those 
advance bookings is received prior to the selling season. 

In this chapter, we model the decisions under the ABD program, 
which involve how much to discount, how to use the pre-committed 
orders to update forecasts, and how much to order at the beginning of 
the season. In addition, our model allows us to explicitly quantify the 
first two benefits ofthe ABD program. We compare the profit associated 
with this program to that of the traditional sales (no early promotion) 
program. We also characterize the conditions under which the ABD 
program is beneficial to the retailer. 

This chapter is organized as follows. Section 2 provides a brief review 
of marketing and operations management literature that deals with pro- 
motional discount. In section 3, we first present the base model (for 
the case with no discount promotion) and then we present the ABD 
model. We also compare the profit associated with the base case to that 
ofthe ABD model and characterize the conditions under which the ABD 
program is beneficial. Section 4 analyzes the properties of the optimal 
discount price and provides numerical examples to illustrate our basic 
results. We present two extensions in section 5, and end with concluding 
remarks in section 6. 


2. Literature Review 


Most of the research on quantity discounts can be classified into two 
streams. The first stream focuses on the analysis of the optimal ordering 
policy for a buyer when the demand is constant and the supplier offers 
a specific discount policy. The second stream examines how a supplier 
can use a discount policy as a control mechanism to induce a buyer to 
coordinate the channels of distribution. Weng (1995) presents a model 
that integrates these two streams of work. The reader is referred to 
Weng (1995) and the comprehensive references therein. 

To our knowledge, Weng and Parlar (1999) is the first chapter that 
presents a model in which the retailer offers a price discount to induce 
customers to commit their purchases prior to the beginning of the selling 
season. They determine the optimal order quantity for the retailer and 
characterize the optimal discount rate. While our chapter addresses a 
similar problem, our model differs from their model in several aspects. 
First, their model deals with the case in which the customers belong to 
а single market segment while our model deals with two segments. We 
believe that the two-segment model allows us to capture heterogeneous 
consumer preferences. Second, they assume that the pre-committed or- 
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ders, generated by the program, are deterministic while the remaining 
demand occurred during the season is stochastic. In our model, we con- 
sider a more realistic case in which both the pre-committed orders and 
the demand occurring during the selling season are stochastic. Third, we 
consider the case in which the retailer would utilize the pre-committed 
orders to update the probability distribution of the remaining demand 
during the season, while Weng and Parlar do not model the issue of 
forecast updating. We think demand forecast updating is of critical im- 
portance because updated demand forecasts allow the retailer to place 
a more accurate order at the beginning of the season. Finally, while 
Weng and Parlar focus on determining the optimal order quantity and 

liscount rate, our emphasis is on examining the benefits of the ABD 
program. Specifically, we are interested in analyzing general conditions 
under which the ABD program is beneficial, and examining the impact 
of demand uncertainty and market share on the optimal discount fac- 
tor. Our goal is to develop managerial insights for when such programs 
should be instituted. 


3. The Analysis Framework 


Consider a retailer that sells a seasonal product that belongs to Brand 
A. The unit cost, selling price and salvage value of Brand A are c, p, and 
s, respectively. There are two customer segments: one buys Brand А and 
the other buys Brand B. The demand generated by the segment who 
buys Brand A, denoted by Da, is assumed to be normally distributed 
with mean ид and standard deviation g4. Let 0 be the coefficient of vari- 
ation, where @ = ZA, Similarly, the demand generated by the segment 
who buys Brand B^ denoted by Dg, is normally distributed with mean 
ив and standard deviation ср. To simplify the exposition, we assume 
that Dp has the same coefficient of variation so that = 22; however, 
Da and Dp are correlated with correlationcoefficient Corr(Da, Dx). 
Let ji be the expected total market demand, where ji = ид + ив. Sup- 
pose we set ид = ар and jug = (1—а)ду then a can be interpreted as the 
market share of Brand A. By definition, од = бар and op = 6(1 — о). 


3.1 The Base model 


Consider the (base) case in which the retailer does not offer the ABD 
program. Thus, the retailer charges p for each unit during the season and 
charges 5 for each unit after the season. The retailer needs to determine 


Without los of generality. Brand B is the aggregation of all other brands that compete with 


Brand A, and the retailer does not carry Brand B. 
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the optimal order quantity Q* that maximizes the total expected profit. 
Let т be the optimal expected profit, where: 


т = Махр Ep,{pmin{Q, Da} + s(Q — Da)* — cQ). 
The above problem is the newsvendor problem with normally distributed 


demand. It is well known that the optimal order quantity Q* = расл 
and the optimal expected profit л is given ак 


т = (p- ра – (р- s)o{k)oa = ou((p - с) - (p- s)6(5)0], (41) 
where k = $-!(£-5), and Ф(.) and ¢(,) are the distribution and the 
density functions of the standard normal distribution, respectively 


3.2 The Advance Booking Discount Model 


Notice from (4.1) that the term (p~s)4(k)oa = [(p- c) (c-s)]é(k)oA 
corresponds to the sum of the expected overstock and understock costs 
associated with the optimal order quantity Q*. Thus, one can reduce 
the impact of these costs by reducing the demand variance g3, We now 
discuss how the ABD program can enable a retailer to achieve variance 
reduction. Under this program, the retailer offers a discount price шр 
per unit of Brand A (ie., the discount factor is equal to г) prior to 
the beginning of the season, where 0 < д < 1. If customers accept 
this offer, then they place an order by pre-paying ap per unit prior to 
the beginning of the season and pick up this order during the season. If 
customers decline this offer, they can always purchase the product during 
the season by paying regular price p per unit; however, the availability 
of the product will not be guaranteed. 

The ABD program affects the two segments of customers as follows. 
First, among those customers who plan to buy Brand A during the 
selling season (і.е. Da), f(z)DA will commit their orders at a lower 
price xp prior to the selling season and (1 — f(z))DA will purchase the 
product at regular price p during the selling season.’ Second, for those 
customers who plan to buy Brand B during the selling season (i.e. Ор), 
(2) Ов will switch from buying Brand B to Brand А at a lower price 
zp prior to the selling season and the remaining (1 — g(z))Dg will buy 
Brand B during the selling season as planned. We assume that the 


Яг conceivable that the consumption may increase as а result of price discount. However, 
since the product is perishable and since the customers ean pick up the product only during 
the selling season, the customers may not be able to consume more during the selling season 
as a result ofthe ABD program. Thus, it seems reasonable to assume that the consumption 


remains the same. 
"Since this segment plans to buy Brand B during the selling season, they would not buy 
Brand А during the selling season at the regular price р, However, some of them may switch 
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functions f(z) and g(z) are bounded between 0 and 1 and decreasing їп 
a, so that more customers will buy Brand A prior to the selling season 
as т decreases. 

Let D;(z) be the pre-committed orders occurred prior to the season 
and let Do(z) be the demand that occurs during the season, where: 


Dir) = f(2)Da-* g(z)Dn, 
Dir) = (1- f(2))D4. 


Notice that Dy (z) + Do(z) = Ра  g(z)Dg > Da, because the ABD 
program generates additional demand for Brand A due to customers 
who switch from buying Brand B at its regular price to Brand A at the 
discount price тр. 

Suppose that the joint distribution of Di(z) and Da(z) is a bivariate 
normal distribution with means у, and jig, standard deviations s; and 
5, and correlationcoefficient p, where 


m = Јана + оба) = /(®он+ж(1-а)„ (42) 
m = (-f)nua = (1 - ао, (4.3) 
э = (P(e) + gla- ay 

+2f(x)9(z)a(1 — auf Corr(DA Dg), (4.4) 
s2 = (1-f(2))ay0, (45) 
p = CD) ра) 

9 Di(z)8 Dalz) 


Fle) + gz)rCorr(Da, Dp) 


(4.6) 


Pa) 3-2)? + 27 (z)o(z)rCorr(Da,Dz) | 


where r = tza, Then it is well known (Bickel and Doksum (1977) that 
the distribution of Da(z) given D,(x)(i.e., (Do(z)|Di(z) = di) is also 


To buy Brand A prior to the selling season because of the discount price associated with the 
ABDprogram, 
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normally distributed with mean p’ and standard deviation g^, where’: 


И = pet рій -u)s/s, (4.7) 
ГА 32 p 
Peyi - [Corr(Da, D. 
Fa) + gay? + 2f)s(z)rCorr(Da, Dg] * 
€ (48) 


We offer two observations. First, notice from (4.8) that g < sọ. Thus, 
the ABD program will reduce the variance of the demand that occurs 
during the selling season. Second, it can be shown from (4.8 ) that (g^)? is 
concave in Corr(Da, Рв) and that (07)? is decreasing in Corr(DA, Рв) 
for Corr(D.a, Dp) > 0. Thus, positively correlated demands further re- 
duce demand variance (c^)? due to the additional information associated 
with pre-committed orders generated from those customers switching 
from Brand B to Brand A. These two observations illustrate the basic 
mechanism by which the ABD program enables the retailer to increase 
sales, obtain an improved forecast, and place a more accurate order so 
as to achieve higher expected profits. 

In the remainder of this section, we shall evaluate the optimal ex- 
pected profits associated with the ABD program. To obtain tractable 
analytical results, we shall consider the case in which the correlation 
coefficient between D4 and Dz is equal to 0: (i.e., Corr(Da, Dg) = 0). 
However, the same analysis can be extended numerically to include the 
case for which Corr(Da, Dg) #0. 

When Corr(Da, Dg) — 0, it is easy to check from (4.4), (4.6) and 
(4.8) that ву, p and o can be expressed as follows: 


а = УЙШ ТУЕЙ Са, (а) 
Je) 

^7 Утена wee 

gy 


= VF oer" 


= f(z))aub. (4.11) 


"The bivariate normal distribution allows us to obtain simple expressions for p’ and of 

and io simplify our analysis. To elaborate, if one uses the conjugate prior distributions 10 

determine the posterior distribution of the updated demand, then the mean and the standard 

deviation of the posterior distribution is quite complex and would complicate the analysis 

significantly. Also, for the case when the retailer offers no discount; ie., when т = 1, we have 

slo) =a) зм ца) риш, a degenerate bivariate normal isan а s 
In sch case, we have y 
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3.21 Мо Demand Forecast Updating. Consider the case 
when the retailer offers the ABD program with the discount factor а: 
To isolate the benefits of variance reduction and improved forecast due 
to updating in the ABD program, we first assume that the retailer is 
unable to utilize the pre-committed orders D;(r) to update the distri- 
bution of Da(z).” This scenario is plausible when the retailer lacks the 
infrastructure to capture or analyze sales data. 

Since the order is placed at the start of selling season, the retailer 
can order the exact amount to fulfill the pre-committed orders Di(z) 
observed prior to the selling season. Hence, the profit generated from 
those pre-committed orders will equal (тр — с) (=). Although the 
retailer does not use D(x) to update the distribution of Do(z), Da(x) 

still normally distributed with mean jz and standard deviation зз 
given by (4.3) and (4.5), respectively. In this case, the retailer orders 
an additional quantity Q' so as to cover the demand during the selling 
season. Thus, the profit generated from the demand (т) is equal to 
{pmin{Q’, Ра) + s(Q' ~ Da(z))* — eQ']). The total expected profit 
associated with the ABD program without demand forecast updating, 
denoted by &(z), can be expressed as follows:* 


#(2) = Epi (=p - c) Di(2) 
+ Maxo Epa) {pmin{Q’, Do(z)} + s(Q' — Da(2))* — 697) - 
By using the standard newsvendor result, the expected profit 4(z) can 
be expressed as: 
He) = (z»—c)U(z)o + g(z)(1 - a))u + (p - e) - /(ж))он 
= (p = 5) (8) (1 - f(z) and. (412) 
We now compare the expected profit 4(z) for any discount factor т 
given in (4.12) with the optimal profit л associated with the base case 
given in (4.1). When z — 1, f(1) = g(1) = 0, and #(1) = т. Thus, the 


optimal expected profit Махер) #(=) must be at least equal to т. In 
this case, we have proved the following Lemma 


Lemma 41 Матер &(z) >т. 


‘The above lemma implies that the ABD program, even without updated 
demand forecasts, can increase the retailer's expected profit due to two 


We stall consider the case in which the retailer would utilize the early sales information to 
үрне the demand forecast in section 3.2.2 

Without loss of generality, we omit the fixed promotion cost associated with the ABD 
program. Clearly when the promotion cost is prevalent, the decision maker can always check 
to see if the expected benefit of the ABD program outweighs this promotion cost. 
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Teasons. First, this program generates additional demand because it 
offers an economic incentive for customers to switch from Brand B to 
Brand A by paying a reduced price тр. Second, this program reduces 
the demand uncertainty because a portion of the demand has been made 
certain (i.e., the pre-committed orders) prior to the sales season. 


322 Demand Forecast Updating. Consider the case in 
which the retailer offers the ABD program and utilizes the pre-committed 
orders D) (z)to update the distribution of (т). In this case, the profit 
generated from those pre-committed orders equals to (xp — c)Di(z). 
Since the updated distribution of D(z) is Dg(x){D,(2). the retailer 
would order additional quantity Q' so as to cover the demand during 
the season.” Thus, the profit generated during the season is equal to 
{pmin{Q’, Da(z)) + s(Q' — Di(z)) — cQ'}}. The optimal total ex- 
pected profit associated with the ABD program with demand forecast 
updating, denoted by (2), сап be expressed as: 


A(z) = Epp — c)Di(z) + Maxo Epp. t) (P min{Q', Da(x)} 
A s(Q' – Di(z))* – eQ')). 
Since Da(z)|Di(z) is normally distributed with mean y! and standard 


deviation g', we can utilize (4.7), (4.11), and the newsvendor result to 
express 4(z) as 


(a) = (ep—o)(F(a)a + 9(z)(L~a))u + (р - 90 - f())ou. 


jay 
-w-ap t o. (ыз) 


We now compare the expected profit #(x) given in (4.13) with the 
expected profit 4(z) given in (4.12). For any given discount factor æ, it 
can be shown that 2(z) = #(т) + (p — s)é(5(1 — y xS ex) - 
F(c))apd > &(z). Therefore, we have proved the following Lemma: 
Lemma 4.2 Матер (z) > Мат с île) > 
The above lemma implies that, when implementing the ABD program, 
the retailer can realize higher expected profits if the retailer utilizes the 
pre-committed orders D; (x) to update the demand distribution Гэ (я), 
‘This is because the variance of the demand Ds(z) will be further reduced 
due to updating. Overall, by increasing sales and reducing demand 
variance, the ABD program enables the retailer to increase the expected 
profit. 


"The total order quantity is now equal to Di(z) + 9 
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4. The Optimal Discount Factor 


Lemmas 4.1 and 4.2 imply that the ABD program can increase ex- 
pected profits. We now characterize the optimal discount factors ® and 
that maximize the profit functions 4(z) and z(z), respectively. То 
obtain some structural results, let f(z) = g(z)forQ < т < 1. This 
corresponds to the case in which both segments have identical response 
to the discount price. When f(x) # g(x), we conduct our analysis nu- 
merically in section 5. 

We restrict our attention to cases for which f(x) belongs to a class of 
functions that satisfies the following properties: f(x) is bounded between 
O and 1 and f(z) is decreasing in z, In particular, we set f(z) = 1-27, 
where f > 0. The choice of this general form of f (ais useful in capturing 
various types of market responses to the ABD program. For instance, 
when f > 1, f(z) is decreasing and concave in and is bounded between 
О and 1. Here, customers are eager to accept the ABD offer by pre- 
committing their orders prior to the season as a small discount induces 
a large fraction of customers to switch over. On the other hand, when 
0 « f <1, f(z) is decreasing and convex in з and is bounded between 
0 and 1. In this case, customers are more reluctant to accept the ABD 
offer since only a large discount causes a large fraction of customers to 
switch over. 


41 No Demand Forecast Updating 


We now analyze the difference in profits between the base case given in 
(4.1) and the case of no demand forecast updating given in (4.12). This 
difference is defined by A(x) = 4(z) — т. Since the profit associated 
with the base case т is independent of т, finding 4 that maximizes the 
profit 4(z)is equivalent to findinggthat maximizes thefunction A(z). 
Thus, it suffices to focus on A(x), 

Prior to presenting the properties of #, we define a term 
function j(z)that are useful in simplifying the exposition. Let: 


and a 


ct (p co - (p - s)óa8 
7 Я 
Щт) = (=р- 0) – (р- c)a+ (p — з)Фаб, (4.15) 


# (4.14) 


For convenience, ó(k) is abbreviated by ф for the remainder of this chap- 
ter. 


Lemma 4.3 4^ and h(r) have the following properties. 


1#&1, 
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2 Ца) <0 Ya< a, hi when == 4, andh(z)>0 V z € 
(1. 

Proof: All proofs are given in the Appendix. 

When f(z) = g(x), (4-1), (4.12), and (4.15) imply that: 


Аа) = (0) -7 = nf (ile) (4.16) 
When f(z) = 1 — gf, the first derivative of A(z) can be expressed as: 
Ala) = -ufaf (а) + up — 2!) (4.17) 
Define 
j 2 tt(»-9a 
Pa err (418) 


The following Propositions describe the properties of the optimal dis- 


count factor 2 that maximizes A(z) when f(x) = 1 — zf. 


Proposition 4.4 2 has the following properties: 


1 4f£0 < 6, then i* > 0, $ € (25,1, and & 
condition A'(#) = 0. 


atisfies the first order 


2 If 8 > Ô, then # < 0, & € (0,1] and å satisfies the first order 
condition À(4 


Proposition 4.5 # has the following additional properties 
11[ 0 < Ü,then. iis decreasing in 0; ĝis increasing in a when 
0 € (0, 2555], and decreasing in a when 0 € (32-5. 4]. 
2 170 > б, then è has the following properties: 


(a) If f 21, then @ is decreasing in 8 and œ 

(b) f1 > f > 0, then a threshold 9% exists such that & is de- 
creasing in Ө when 8 < 8* (and increasing in 8, otherwise). 
In addition, a threshold 6 exists such that ® is decreasing in 
а when 0 < (* (and increasing in œ, otherwise). 


3 f= 


, then Ф can be expressed as follows: 


(090 - o) + (p~s) 08 


Op (4.19) 
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Propositions 4.4 and 4.5 lend themselves to the following interpreta- 
tions. When the underlying demand is stable (i.e., when 9 < б), the 
optimal discount factor satisfies the first order condition (i.e., by setting 
(4.17) to zero). In addition, the first statement of Proposition 4.5 im- 
plies that: (a) It is optimal to offer a lower discount price as the demand 
becomes more unstable; (i.e., 2 is decreasing in 0). This is because lower- 
ing the discount price will make a larger portion of the demand (i.e., the 
pre-committed orders) certain and reduce the variance of the demand 
occurred during the season; and (b) When g is less than 72563, it is 
optimal to offer a higher discounted price when the brand market share 
a is high. This is because when о is high, there is only a small gain in 
additional demand, which does not justify lowering the discount price. 
Conversely, consider the case when @ is greater than 22-5, In order to 
dampen demand variance, it is optimal to offer a lower discounted price 
even if is high. We can interpret these results in a similar manner for 
the case when the underlying demand is unstable (i.e., when 0 > 6). 

In summary, the effectiveness of the ABD program and the optimal 
discount factor depend on the demand stability, @, and the brand mar- 
ket share, o. Thus, knowledge about the demand characteristics (repre- 
sented by the coefficient of variation 6), consumer behavior (represented 
by the parameter f), and market conditions (represented by о) are all 
key aspects for determining the viability of the ABD program. 


4.L1 — Mlustrative Example. То better illustrate Propositions 
44 and 4.5, we construct a numerical example for which the relevant data 
parameters are summarized in Table 4.1. Substituting these parameters 
into (4.14) and (4.18), we get 4^ = 0.71 and б = 5.5. In our example, 
we have б = 0.3 < 5.5 =й. 

Since @ < 6, the first statement in Proposition 4.4 implies that $ Є 
(£^,1] = (0.71,1]. By using (4.16), we can compute A(z) for the cases 
f = 0.5,1,2 by varying x from 0 to 1. In addition, we can compute 
the optimal discount factor 2 by setting the right hand size of (4.17) to 
zero. The first statement of Proposition 4.4 (i.e., ê € (2°, 1] = (0.71, 1)) 
is illustrated by Figure 4.1, where the optimal discount factor 2 equals 
0.96, 0.85, 0.87 for the cases when f = 0.5, 1,2, respectively. 

To examine the impact of on 2, we vary Ø from 0.1 to 5 so that 
6 < Ê. Thus, the first statement in Proposition 4.5 implies that # is 
decreasing in 0, This result is illustrated in Figure 4.2. 

Next, we examine the impact of aon 2, By using the parameters 
given in Table 4.1, it is easy to show that 25 = 1.83, We consider 


m 
two cases in which @ = 0.3 and 0 = 2 so that ( € [0, 255] for the former 


SUPPLY CHAIN MANAGEMENT 


E 
Pice (p) 100 
Cos (c) Е] 
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Table 4.1. Parameters for illustrative example 
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Figure 4.1. Profit Diference (A(a}) versus Discount Factor (å) for ABD without 


updating 
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Figure 4.2. Optimal Discount Factor (2) versus Coefficient of Variation (0) for ABD 
without updating 
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Figure 4.5. Optimal Discount Factor (2) versus Market Share (а) when Coefficient 
of Variation (9) = 0.3 for ABD without updating 


case and @ € (725K, 6] for the latter case. Since 0 < Ê = 5.5 in both 
cases, the first statement in Proposition 4.5 implies that 4 is increasing 
in а for the former case and is decreasing іп с Ѓог the latter case. These 
results are confirmed in Figures 4.3 and 4.4, respectively. 
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Figure 4.4. Optimal Discount Factor (£) versus Market Share (a) when Coefficient 
of Variation (6) = 2 for ABD without updating 


42 Demand Forecast Updating 


Let А(т) = #(c) — x, where Á(z) (analogous to A(z) measures 
the profit difference between the ABD program with demand forecast 
updating and the base case. Since the base case is independent of z, it 
suffices to focus on A(x) 

Prior to presenting the properties of the optimal discount factor 2, 
we define two terms v and 2°, and a function f(z) that are useful in 
simplifying the exposition. Let: 


v = pra Sh wherer ‘ (4.20) 
ee ы ы ша (421) 
Мт) = (mp-c)-(»- до + (p— s)óvob. (4.22) 


Notice that the term 2° and the function /(z) are analogous to 4^ and 
Мт) given in (4.14) and (4.15), respectively. 


Lemma 4.6 z^ and }(т) have the following properties. 
ipsi. 


2h(z)«0 Va<a, h(z) 20 when а 
(1). 


2%, and h(x) 50 Va € 
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When f(z) = g(z), (4-1), (4.13), and (4.22) imply that: 

Ale) = #(2)-7 =uf(a)h(a) + (p s)é(1— v)au6. (4.23) 
When f(z) 


= zf, the first derivative of A(z) can be expressed as: 
Ae) = -ufa hla) + upil- a’) (4.24) 
We define 


_ e+e- 
0 = p-a 


The following propositions describe the properties of the optimal dis- 
count factor 2 that maximizes А(т) when f(x) = 1 — zf. 


(425) 


Proposition 4.7 & has the following properties 
1179 < B, then #° > 0, € (2,1), and @ satisfies the first order 
condition À (2) = 0. 


2 If 0 > B, then # < 0, ž € (0 1] and @ satisfies the first order 
condition A'(@) = 0. 


Proposition 4.8 2 has the following additional properties: 
11/8 < 0, then zis decreasing in 0. In addition, if (p — €) — (p — 
sjort > 0, then & is increasing in œ (and decreas 


otherwise). 


2 If 0 > б, then the optimal discount factor à has the following 
properties: 

(а) Iff > 1, then à is decreasing in 9, In addition, if (p—c)-(p— 
shoo > 0, then & is increasing in œ (and decreasing 
in a, otherwise). 

(b) If 1 > f > 0, then a threshold @% exists such that Z is de- 
creasing in 9 when Ө < ^ (and increasing in 0, otherwise). 
Moreover, a threshold Ө exists such that % is increasing in 


a when 8 < 6° and (p — c) — (p — з)д#г гт > 0 or when 


6 > 6 and (p c) –(р- DEI <0. Otherwise, Z is 
decreasing in а, 


3 If f =1, then & can be expressed as follows. 


x m eX - a) + (p= s)ovad (430) 
2p 
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Observe that Propositions 4.7 and 4.8 are analogous to Propositions. 
4.4 and 4.5 and thus, lend themselves to similar interpretations. Es- 
sentially, the demand stability @ and the brand market share а have а 
significant impact on the effectiveness and the optimal discount factor 
associated with the ABD program, and therefore, on the effectiveness 
of the ABD program. 

The following Proposition compares the optimal discount factors that 
maximize the expected profits with and without demand forecast updat- 
ing: 


Proposition 49 If 6 <0, then z > Ф. Otherwise, $ has the following 
properties: 


1 ff >A, eni; 


2 If 1> f > 0, then a threshold Q7 exists such that è > ê when 
0 < (^, and & < £ otherwise. 


Proposition 4.9 and Lemma 4.2 have the following implication. If the 
retailer uses pre-committed orders to update the demand forecasts, then 
the retailer can achieve a higher expected profit by offering a higher 
price (ie. p > ёр). This is because the demand variance is further 
reduced when the retailer updates the demand distribution Do(z) after 
observing Di(z). 


4.11 Illustrative Example. — We now use the same numerical 
example presented in Table 4.1 to illustrate Propositions 4.7, 4.8, and 
4.9. Substituting the parameters from Table 4.1 into (4.21) and (4.25), 
we get 3° = 0.72 and # = 7,8, In our example, we have @ = 0.3 < 7.8 =. 
Since  < 0, the first statement in Proposition 4.7 implies that 3 € 
(#°,1] = (0.72, 1]. By using (4.23), we can compute A(z) for the cases 
f = 0.5, 1,2 by varying x from 0 to 1. In addition, we can compute 
the optimal discount factor by solving (4.24). The first statement of 
Proposition 4.7 (i.e., à € (2°, 1] = (0.72, 1]) is illustrated by Figure 4.5, 
where the optimal discount factor 4 equals 0.96, 0.86, 0.87 for the cases 
when f = 0.5, 1,2, respectively. 
To examine the impact of @ on Z, we vary 6 from 0.1 to 5 so that 
Ø < 0. Thus, the first statement in Proposition 4.8 implies that 7 is 
decreasing in @, This result is illustrated in Figure 4.6. 
о examine the impact of a on Ӯ, let us consider two cases in which Ө = 
0.3 and 9 = 2, When = 0.3, (p-c)~(p—s) 07 =H > Ofor0 <a < 1 
Combining this observation with the fact that 0 = 0.3 < 7.8 = À, the first 
statement in Proposition 4.8 implies that  isincreasingin œ, This result 
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Figure 4.5. Profit Diference (А08) versus Discount Factor (8) for ABD with up- 
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Figure 4.6. Optimal Discount Factor (2) versus Coefficient of Variation (0) for ABD 
with updating 
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Figure 4.7. Optimal Discount Factor (2) versus Market Share (a) when Coefficient 
of Vasiation (8) = 0.3 for ABD with updating 


is illustrated in Figure 4.7. When = 2, (p—c)~(p—s)o0, тт < Ofor 


0 € a < 0.5, and (p- c) –(р- sorat > Ofor 0.5 < а < 1. In this 
case, the first statement in Proposition 4.8 implies that ž is decreasing 
in o when а < 0,5 and increasing in а when а > 0.5. This result is 
illustrated in Figure 4.8. 

Finally, we compare the optimal discount factor 4 for the no-updating 
case (Figure 4.2) and the optimal discount factor # for the updating case 
(Figure 4.6). For the case when @ < 5, we found that 2 > $ for the cases 
when f = 0.5,1, and 2. Thus, this numerical result corroborates the 
first siatement in Proposition 49." 


5. Non-identical Market Response Functions 


We now numerically analyze the case when f(z) = 1—т/, g(x) = 
1—8, and f # g. As noted before, when f >g > 1, customers for 
Brand A are more eager to accept ће ABD offer than customers for 
Brand B. The converse holds when f < g. We can also interpret the 
case when g < f < 1 and f < g < lin a similar manner. Throughout 
this section, we shall use the same numerical example presented in Table 


According to the second statement in Proposition 4.9, itis possible to have # < # when 
< Land @ > 0°. However, it can be shown that the value of @° > 100 so that it is unlikely 
for this situation to occur in any real application. 
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Figure 4.8. Optimal Discount Factor (2) versus Market Share (a) when Coefficient 
of Variation (8) = 2 for ABD with updating 


4.1, except that the parameter f is fixed at 1, and the parameter g is 
set to 0.5, 1, and 2, respectively 


5.1 Uncorrelated Demands 


When the demands associated with segments А and B are uncorre- 
lated б.е. Corr(D4, Рв) = 0), we can substitute f(z) and g(z) into 
(4.12) and (4.13) to show that: 


Hla) = (rp-o) (U -aja + (1-2?) - а))и 

+p- одз/ар — {р — s)ólk)z auð , 

(ep с)((1- т/)а + (1— 2?) — a))u + (p — с): 
[aoa 
нут 


For апу given value of 8, we compute the optimal discount factor 
d that maximizes the expected profit function (z) for the case with 
demand forecast updating. Figure 4.9 summarizes our numerical results 
when we vary 0 from 0.1 to 5." 

Figure 4.9 shows that @ is decreasing in 0, consistent with Figures 4.2 
and 4.6 (for the case when f = g). In addition, it corroborates the fi 


T We alo compute the optimal discount factor that maximizes the expected profit function. 
яа) given in (4.27) for the case without demand forecast updating. However, since the 
numerical result has the same pattern as depicted in Figure 49, we omit the figure. 
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Figure 4.9. Optimal Discount Factor (4) versus Coefficient of Variation (0) for ABD. 
with updating when f = 1 


statement of Propositions 4.5 and 4.8. Essentially, Figure 4.9 reports 
that, as demand becomes unstable (i.e., as 0 increases), it is optimal for 
the retailer to offer a lower discounted price to induce more customers to 
pre-commit their orders prior to the selling season. As a larger portion of 
the demand now becomes certain, the variance of the remaining demand 
during the season is reduced. 

In addition, Figure 4.9 illustrates the impact of different values of g 
оп 2. For a given value of ø, Figure 4.9 shows that z decreases as g 
increases, as the customers for Brand B become more responsive toward 
the ABD program. This result seems to imply that as customers for 
Brand B become more eager to accept the offer associated with the 
ABD program, it is beneficial for the retailer to offer a lower discounted 
price to induce more customers to switch to Brand A. 


5.2 Correlated Demands 


Let the demands associated with segments A and B be correlated 
so that Corr(Da, Dp) # 0. When the retailer does not utilize D, (z) 
to update the distribution of D(x), the standard deviation of Оз (х) 
during the season is equal to s; given in (4.5). Notice from (4.5) that 
s2 is independent of Corr(Da, Dg). Consequently, under this situation, 
the retailer operates in the same manner, regardless of the correlation. 
For this reason, it suffices to focus only on the case with demand forecast 
updating. Suppose we substitute f(z) and g(x) into (4.8) and apply the 
same approach described in Section 3. Then we have: 
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Figure 4.10. Optimal Expected Profits ((2)) versus Correlation Coefficient 
(CorzDa, Do) for ABD with updating when f = 1 


ile) = (ep — (01 - z'a + (1-2°)(1 о) + (p= alo 


- (p - JAK) (elas) x 
[ (1— 29)72(1 — [Corr(Da, в)! 
Va Tuy came + (1 — т7)(1 —as)rCorr(Da, Da) 


Figure 4.10 summarizes the optimal expected profit z(z), while Figure 
4.11 reports the optimal discount factor # when we fix 9 = 0.3 and vary 
Corr(Da, Dg) from -1 to 1. 

Figure 4.10 implies that, as the demands D4 and Dy become more 
(positively or negatively) correlated, the retailer can obtain a higher 
expected profit. This observation can be explained as follows. Under 
correlated demands, pre-committed orders generated from customers 
Switching from Brand B to Brand A now provides informational value 
for predicting the remaining demand during the selling season. As de- 
scribed in Section 3, this additional information further reduces demand 
variance, which increases expected profits. Figure 4.11 suggests that it is 
optimal for the retailer to offer a lower discount when the demands D4 
and Dg become more correlated. This result can be explained by the 
fact that under demand forecast updating, highly correlated demands 
naturally lead to a lower variance of forecast error. Therefore, it reduces 
the need to reduce forecast error through price discounting. Finally, let 
us examine how the optimal expected profit and the optimal discount 
factor are affected by the parameter g. Figure 4.10 implies that the 
retailer can achieve a higher expected profit as g increases (i.e., as the 
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Figure 4.11. Optimal Discount Factor(#) versus Correlation Coefficient 
(CorstDa, Dp) for ABD with updating when f = 


customers for Brand B become more responsive). This is because more 
customers for Brand B switch over to Brand A under the ABD pro- 
gram. Also, Figure 4.11 suggests that as g increases, it is beneficial for 
the retailer to offer a lower discounted price. 


6. Concluding Remarks 


In this chapter, we have considered a problem of matching supply 
with demand for products with short life-cycles and highly unpredictable 
demands. Due to long replenishment lead-time and a short sales season, 
the retailer is unable to re-stock during the selling season and respond 
to market demand. As an alternative strategy, we have considered a 
scheme called the Advance Booking Discount (ABD) program in which 
customers can pre-commit their orders, with guaranteed delivery during 
the season, at a discount price prior to the commencement of the sales 
season. 

We have developed a model that enables us to quantify two crucial 
benefits of the ABD program including generating additional demand 
and better matching of supply with demand through more accurate fore- 
casting and supply planning. Our analysis provides objective guidelines 
for deciding if, when and how such programs should be instituted. It is 
important to note that the ABD program presented in this chapter is 
amenable to many practical extensions including addition of a fixed cost 
for administering this program or the case with multiple products with 
fixed capacity constraints. Our future research focuses on testing the ro- 
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bustness of this model and results with alternate demand distributions 
and different types of customer response functions. 
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Appendix 
Proof of Lemma 2 Notice from (4.14) that 4° > 1 if and only if 9 < — 
This is imponsible because the coefficient of variation 0 > 0. Thus 55 
sen fom (4.15) that h(x) i increasing in cand Í(17) 20, The second statement 
ofthe Lemma follows immediately rom these ro обакон, 


Proof of Proposition 44 Since @ < Ê = 0-де, i is easy to check from (4.14) 
that 0< 2° < 1, For any x that has 0 < т € Т, Lemma 2 implies that Á(z) < 0. 
In this case, one can show from (417) that Аш) > O Ут € [0,44], Next, since 
2% < 1, Lemma 2 implies that (1) > O and that A’(1) < D. It follows from the Mean 
Value Theorem that there exists an optimal 2 Є (i^, I] that satisfies the first order 
i 

Next, when g > 0 = Hes, it is easy to check from (4.14) that 3° < O, In this 
case, we have Ма) > 0 Уг € [0,1] Hence, it can be shown from (4.17) that Â'(0) > 0 
ам that АІ) < O. It follows from the Mean Value Theorem that there exists an 
optimal 4 є (0, 1] that satisfies the first order condition. This completes the proof. 


Before we present the proof of Proposi 
will be useful 


4.5, let us prove the following Lemma that 


Lemma АЛ Consider the function Мт) given in (4.15) and the function f(z) = 
1— al where f > 0. The term Ф, that has A'(z) = 0, has the following properties 


1 When <Ô, the term (f Ва) + 2ap > 0, 


2 When 9 > 6, the term (f — 1)h(#) + 22р > 0 when f > 1. In addition, when 
1> f > O, the term (f — (E) + Bép > 0 when Ө is sufficiently small and the 
term (f А) 28р < 0 wheng is sufficiently large. 


Proof of Lemma Ал Observe from (4.15) and (4.14) that f(z) = zp.— ^p. Hence, 
(f — DACE) + 2p = (S + 1)#р— (f — ^p. First, when @ < 6, the first statement 
of Proposition 4.4 implies that 3 > 2 > 0. The term (f —1)ЩФ) + 22р 
Dép - (f — ёр 2 
cond statement of Proposition 4.4 implies that 8° < 0 and # > 4°, In this case, the 
term (f +1)#р-— (f — 1)2*p is non-negative when f > 1, We finally consider the case 
when 1 > f > (By substituting the expression for given in (4.14) into the term 
(/ + ip (7 — еер, It can be shown that this term is non-negative (negative) 
When is sufficiently small arg). 


о SUPPLY CHAIN MANAGEMENT 


Proof of Proposition 4.5 Let us consider the case in which @ < б = 92798, 
First, considering the fact that 2 satisfies А 


0, we can use the implicit 
fonction theorem to differentiate the Function A’(2) with respect to 0. By considering 
(4.17) and (4.15), it can be shown that 


= 
а 


-Hp-s e 
U- DAG) +2Фр 


By applying the result from Lemma A.1 to the above expression, one can see that 
0, Thus, ғ is decreasing in б, 

P Next, let us differentiate thefunction À'(2) = 0 with respect to o Byconsidering 
(4.17) and (4.15), it can be shown that: 


dol 4020-0-80] 
da (F YÀG) + 22р 


Since е < Ê Lemma A.1 implies that the denominator of the above 
equation is nonnegative. In this case, & > 0 if and only ifthe numerator 4(p- c) - 

(p — д] is positive. The numerator 1s positive when 0 < 2255. П follows from 
the definition of Ô that {252 < б. Therefore, we can conclude that the numerator 
is positive when g c [0, 


and is negative when є | ez, 8, This proves the 
first statement 


For the case when # > Й, we can apply the same approach to prove the second 
statement. We omit the details 

Finally, when f = 1, we can determine the expression for 2 by setting Ā'(ë) = 0. 
We omit the details. This completes the proof. 


Proof of Lemma 4.6 Since the term 3° and the function (т) are analogous to 2° 
and Á(z), we can use the same approach presented in the proof of Lemma 2 to prove 
Lemma 46. We omit the details. 


Proof of Proposition 4.7 Observe that the term d and thefunction À() are anal. 
ogous to the terms д and f(a). Also, notice that the first derivative of A(z) given in 
(4.24) is analogous to the first derivative of А (г) given in (4.17). In this case, we can 
use the same approach presented in the proof of Proposition 4.4 to prove Proposition 
4.7. We omit the details. 


Before we present the proof of Proposition 4.8, let us prove the following Lemma that 
will be useful 


Lemma A.2 Consider the function (т) given in (4.15) and the function f(a) = 
1 a! where f > 0. The term Z, that has А'(®) = 0, has the following properties 
1 When 9 < б, the term (f Лг) + 2p > 0. 


2 When 6 > б, the term (f — MS) + 2p > 0 when f > 1. In addition, when 
1> f > 0, the term (f — DG) + 24р 2 0 when 0 is sufficiently small and the 
term (f -1}Щ#) + 24р < 0 wheng is sufficiently large. 
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Proof of Lemma A.2 Since the term 2^ andthe function A(z) are analogous to 
© and f(z), we can use the same approach presented in the proof of Lemma А.1 to 
prove Lemma A.2.We omit the details. 


Proof of Proposition 4.8 First, differentiate the function À'(z) = 0 with respect 
to and a, getting: 

a 

я T-A) +22р’ 

dio Ap) -(p- 4088] 00-6) - (р oori] 
= (f — DA(@) + 22р (f — hG) + 22р 
Then we can prove Proposition 48 by using the same approach as presented in the 
proof for Proposition 4.5. We omit the details. 


Proof of Proposition 4.9 Let us compare thefunction A’(2) given in (4.24) and the 
function A’(z) given in (4.17). It is easy to check from (4.22) and (4.15) that the key 
difference between À'(z) and А' (т) lies with the term v given in (4.20). Essentially 
A'(z) reduces to A’(z) when v = 1. Since v < 1, we can prove the Proposition by 
Showing that > is decreasing in y, Let us differentiate the function A(z) = 0 with 
respect to v, By considering (4.24) and (4.22), it can be shown that 


m 
w U- hG) 225 


By applying the result from Lemma A.2 to the above expression, we prove the Propo- 
sition. This completes the proof. 
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Abstract 


It has been well documented that buyers can benefit significantly from 
being able to place reactive orders in response to observed demand for 
а short life cycle product. In practice, suppliers often fill these reactive 
orders with less than total reliability. Although reactive order fulfill 
‘ment can allow the supply chain to capture more of the demand that is 
realized, it can also deter retailers from ordering as much initially. In 
this chapter, we investigate how this trade-off affects the retailers’ or- 
dering behavior as well as the profits of the manufacturer, the retailers, 
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and the supply chain as a whole. We also develop insight as to how a 
manufacturer should offer a reactive ordering policy 


1. Introduction and Related Literature 


In many industries that are characterized by short product life cycles, 
manufacturers traditionally encourage retailers to order products well in 
advance of the selling season. In many cases, the entire season's demand 
has to be satisfied with one preseason order. For example, apparel retail- 
ers are often required to order products 3-6 months prior to the selling 
season, as discussed in Hammond and Raman, 1996 and Fisher and Ra- 
man, 1996. Often this is driven by manufacturers’ willingness to forego 
responsiveness (i.e., short lead times) in return for low unit costs 

Recently, some manufacturers have begun to recognize the benefits of 
quick response systems, in which retailers are able to place and receive 
orders for additional quantities from the manufacturer during the selling 
season. This allows a retailer to adjust his quantity decision based on 
observations of early season sales. However, for a manufacturer to pro- 
vide such responsiveness, she typically must either overproduce during a 
single production run or employ more expensive methods of production 
in order to produce on short notice. A considerable amount of analysis 
has been done to study precisely this trade-off. See, for example: Eppen 
and Iyer, 1997, Iyer and Bergen, 1997 and Lau and Lau, 1997. 

In practice, manufacturers often provide the possibility, but not a 
guarantee, of quick response (Signorelli and Heskett, 1984). That is, 
when a retailer places an order after the start of the selling season, the 
‘manufacturer will fill it if she can, but does not guarantee that it will be 
filled. Clearly, a retailer's initial, preseason order will be affected by his 
confidence that the manufacturer will fill a subsequent order that he may 
place. Ifthe manufacturer deals repeatedly with the same set of retailers, 
her history of order fulfillment influences the retailers’ confidence that 
their orders will be filled. In this chapter, we investigate the way in which 
a manufacturer's quick response performance influences the size of the 
orders that are placed by retailers, and the profits of both members of the 
supply chain. In addition, we investigate the portion of all reorders that 
the manufacturer should optimally fulfill, and analyze the combination 
of wholesale price for reorders and portion of reorders filled 

‘The inclusion of a reorder opportunity introduces an interesting dy- 
namic to the interaction between a manufacturer and her downstream 
retailers. By filling reorders, the manufacturer may be able to capture 
demand that would otherwise have been lost. At the same time, the 
greater the retailer's confidence that the reorder will be filled, the less 
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he will tend to order initially. This will improve the profits of the supply 
chain as long as the benefit of ordering with better information offsets 
the potentially higher production, delivery, and backlog costs. 

The remainder of the chapter is organized as follows. In section 2, we 
develop a model of a supply chain consisting of a manufacturer and a 
set of independent retailers in which the manufacturer provides partial 
fulfillment of reorders during the selling season. We analyze the model 
from the perspective of the manufacturer to determine how she should 
determine the portion of reorders to fill as well as the mark-up on the 
wholesale price for reorders. Our analytical results indicate that for uni- 
form and exponential demand distributions, the manufacturer should 
provide either complete fulfillment of reorders, or no fulfillment whatso- 
ever. Intermediate levels of fulfillment are never optimal. In Section 3, 
we perform numerical analysis to explore the effect of reorder fulfillment 
policies on channel profits and coordination. In addition, we investigate. 
а variation of the original case, where the manufacturer makes only a 
single production run after receiving the retailers’ initial orders, but can 
build inventory in anticipation of reorders. Finally, in Section 4, we 
discuss the practical implications of our results and suggest directions 
for future research. Throughout the chapter, we adopt the convention 
of using female pronouns to refer to the manufacturer, and using male 
pronouns to refer to the retailers. 


2. Partial Fulfillment Model 


Consider a setting in which a manufacturer sells her product through 
a set of N independent (ie. non-competing) retailers. The manufac- 
turer has two modes of production: one which is relatively inexpensive, 
but has a lead time sufficiently long that production quantities must be 
committed prior to the selling season; and the other which is more ex- 
pensive but allows production to be done during the selling season. We 
denote the per-unit production costs of these two modes by сү and сз 
respectively. 

The retailers have two opportunities to order the product: before and 
after observing demand. However, the manufacturer does not guarantee 
that the reorder will be filled. In reality, retailers typically order once 
prior to the selling season in order to have the product available when 
customers want it, and then place reorders during the season if early 
season sales are strong. As discussed in Fisher and Raman, 1996, the 
information provided by these early season sales dramatically increases 
the accuracy of the demand forecast. To simplify the presentation of 
our analysis, we assume that the request for restocking occurs at the 
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end of the selling season, when the realization of demand has been fully 
observed. Although this eliminates the possibility that a retailer can 
both receive a second shipment and have excess stock at the end of the 
season, our model provides insight into the trade-off that the retailer 
faces between improved demand information versus higher costs and 
lower certainty of getting what he has ordered. 

To analyze the effect of the manufacturer's policy of filling reorders 
on supply chain performance, we assume that the manufacturer acts as 
a leader by announcing the fraction (a) of reorder requests that she will 
fill. In practice, such an announcement could be made by establishing 
a reputation based on long term performance. We further assume that 
individual requests for restocking are either filled completely or not at all, 
such that from the perspective of an individual retailer, he will receive 
all of the units requested in a reorder with probability œ, and none of the 
units with probability ]—a. This assumption can be justified in terms of 
two practical considerations. First, if each retailer were allocated some 
fraction of the amount that he ordered, then there would be an incentive. 
Tor retailers to inflate their orders. Second, this approach may reduce 
shipping costs relative to those associated with sending partially filled 
orders to all retailers. 

In response to the manufacturer’s order refilling policy (a) and the 
wholesale price wj, each retailer å places an initial order, denoted by Qi. 
The manufacturer then produces these quantities, at a cost of cj per 
unit, and delivers to the retailers. 

After receiving his initial order quantity, each retailer experiences a 
single period of demand, earning revenue of p per unit sold. If the 
realization z of demand at retailer j exceeds Qi, we assume that the 
excess demand (x — Q;)* can be backlogged at а cost of b per unit, and 
the retailer places a reorder with the manufacturer for the number of 
units in the backlog. 

The manufacturer then produces a fraction, а, of the total amount 
backlogged by all of the retailers. We assume that the manufacturer fills 
the fraction @ of all reorders in a manner that is perceived as random by 
the retailers. Note that this could result from either the manufacturer 
filling all requests for reorders on a randomly chosen set of the products 
that it produces, or by filling a portion of requests on all products. In 
other words, we assume that it is not necessary for the manufacturer to 
fill the fraction œ of requests for each realization of demand, so long as 
she fills the fraction а of requests in expectation. This second production 
run incurs a cost of cg per unit and is sold to each of the retailers at 
‘wy per unit. The decision variables in the manufacturer's optimization 
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problem are the fraction œ of reorders filled and the wholesale price wy 
for reorders. 

If a retailer's restocking request is not filled, then he experiences lost 
sales for the backlogged units. Alternatively, if a retailer receives his 
requested units, then he earns revenue of p less a backlog cost of b 
per unit. The last quantity captures the costs associated with special 
shipping to the customer or services necessary for special delivery. Thus, 
the backlog cost is not incurred if a retailer's order is not filled by the 
manufacturer. Other than the backlog cost b there is no other penalty 
incurred by the retailer for shortages, such as loss of goodwill cost, etc. 

Each retailer faces independent identically distributed (i.i.d.) demand 
that has density f(x), and cumulative distribution function F(z). For 
simplicity, we assume that the manufacturer has the same information 
about the distribution of demand as do the retailers, 

In order to analyze this model, let us first consider the problem faced 
by retailer { in determining the appropriate amount to order at the first 
opportunity. Taking wj, p and p as given, we can express the expected 
profits of retailer { as follows: 


" 
ао) = -wQ +p [ "а/е 


talp- — 0) 1, (е0) +F) 61) 


where F(Q)is the converse cumulative distribution evaluated at О. 

Assuming of course that 0 < а < 1, and сз < wz < p— b, it is easy to 
confirm that (5.1) is concave with respect to Q;, and that the optimal 
order quantity for retailer j can be expressed as 


к . Ва un 

Ji (a, шз) = Q*(a, w2) = F ‘ 5.2) 

Фома) = ола) =F" (ар): (62) 

Observe that the retailers’ order quantities are decreasing in о. Thus, 

as the manufacturer becomes more reliable in responding to restocking 

requests, the retailers decrease the amount that they order initially and 
become more apt to require restocking. 

Let us now consider the perspective of the manufacturer whose ex- 
pected profits can be expressed in terms of the retailers’ optimal re- 
sponses to her announced restocking policy: 

M(o,w2) = N [(ux — с) (а, w2) 


+о(ш — f А Је = Q"(a,w2)) f(x)dz]. (5.3) 
"(asus 
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Since the manufacturer can induce each retailer to order quantity Q — 
Q*(a, wo) by setting œ and/or wy appropriately, we can alternatively 
express her profits as the following function of Q 


M(Q) = Nui — е) + а(ш — c2) H(Q)]. (54) 


where 
H(9) = Еб - Q)*] 

is the expected amount of backlogged demand at a given retailer. Note. 

that, since (z—Q)* is a nonnegative random variable, the expected value 

can be expressed as B|(2—Q)*] = [2° Pl(2—Q)* > yldy. (Justification 

is provided by Ross, 1998, among others.) Therefore, 


H@=["F = [тош 

@= ["Fa+nd= [Fora 63) 

21 Manufacturer controls only the Reorder 
Fulfillment Rate 


Let us first assume that the manufacturer can control only the rate 
offulfilling requests forreorders (a). From (5.2), it can be shown that 
in order to induce an order quantity of Q, the manufacturer must fill 
reorders at rate: 


b А 
9) Mo gy): (68) 


Substituting (5.6) into (5.4) and rearranging, we obtain a new expression 
for the manufacturer's expected profit as a function ofthe induced order 
quantity: 


=N |n- a [imi - we 

M9) Nin - 09 2272; (go - RO). бт 
This expression allows us to make interesting interpretations of the in- 
dividual terms. Recall that F(Q) is equal to the expected backlog at 
а given retailer. The term 7/(Q)/F(Q) can be interpreted as the con- 
ditional expectation of the amount reordered by a retailer, given that 
his demand exceeds his initial order quantity. Unfortunately, M(Q) 
is in general neither concave nor convex, as indicated by the following 
Lemma. 


Lemma $4 а) MQ) is convex (concave) ifand only if pH(Q)—w FE 


is convex (concave), 
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b) IfTE(Q)/F(Q) is concave, then M(Q) is convex. 


Proof. Part (a) is immediate. For (b), taking the second derivative of 
(5.5) with respect to Q, we have ZI" (Q) = f(Q) > 0. Thus, F(Q) is con- 
vex, and a sufficient condition for M(Q) to be convex is for H(Q)/F(Q) 
to be concave. 


Theorem 5.2 а) If demand is exponentially distributed хо that f(x) 
Ae, then M(Q) is convex. For any pair of wholesale prices (101,105), 
the manufacturer will optimally offer total fulfillment (œ = 1) of restock- 
ing requests if 


w- (wb), р 
noa, ыта ж 5 
ша a rb 65 


Otherwise, the manufacturer will optimally ofer no. fulfillment (a = 0) 
of restocking requests. 

b) If demand is uniformly distributed so that f(x) = (U — L^! for 
а € [L,U], then M(Q) is convex. For any pair of wholesale prices 
(ил уш), the manufacturer will optimally offer total fulfillment ( = 1) 
of restocking requests if: 


2р — (we + 0002 +b) 
ша pui 


(59) 


Otherwise, the manufacturer will optimally offer no. fulfillment (a 
of restocking requests. 


Proof. а) If demand is exponentially distributed with parameter A, 
then we have F(Q) = e799 and H(Q) = €7?9/A. Thus, H(Q)/F(Q) 
1/A and from Lemma 5.1(b) it follows that M(Q) is convex in О. There- 
fore, M(Q) is maximized by inducing retailers to order at one of the two 
extreme points, i.e. either: 


(2) æ em =F (25). 


For the exponential distribution with parameter Д, (5.2) can be ex- 
pressed ак 


Q'(0,u5) = 


(5.10) 
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We can now substitute for О and F(Q) in (5.7) to obtain: 
| _ 1 ш 
M(Q'(o,u)) = N [e -а@)уш (5 Sas z) 
абз — сз)шт | 
рае 5.11 
раа 20) RUF 
From this expression, we can substitute œ = 1 and а = 0, and rearrange 
the terms to see that: 
M(Q"(1,w2)) — M(Q"(0, w2) 


Е [e -e)n (с^) E see] .o (642) 


It is easy to see that the above expression is non-negative if and only if 
(5.8) is true. 
b) If demand is uniformly distributed on (L,U), then we have: 


Thus, H(Q)/F(Q) = (U — Q)/2 and from Lemma 5.1(b) it follows that 

M(Q) is convex іп Q. Therefore, M(Q) is maximized by inducing retail- 
ers to order at one of the two extreme points, іе. either: 

*(0,u2) =U — (y — И mc i iS, 

Q'(0,u2) =U Y (0-1) or Q'(,u)) =U mm L). 
Substituting into (5.7) and rearranging, we have: 

> 0-1) 
М(@'(а,з)) = М |- iU - 20 
о) =N [tn - oto „== 


" 
+@- xs (5.13) 


) 


From this expression, we can substitute а = 1 and а = 0 to see that: 
M(Q*(1,w2)) - M(Q*(0,w2)) 


; w+b-p 
е-е 


5.14) 


(wa = суш 
(шз +D)? | Win Dy: 


By rearranging the terms inside the bracket, it is easy to see that the 
above expression is non-negative if and only if (5.9) is true. o 
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It is of interest that for both uniformly and exponentially distributed 
demand, the manufacturer's optimal policy fills all requests for restock- 
ing if and only if the ratio of profit margins between the restocking and 
the initial ordering opportunity exceeds a certain threshold. 

Although the above analytical results do not extend to the gamma ог 
normal distributions, which are often used to model demand, we have. 
performed an extensive set of numerical experiments for these distri- 
butions. These experiments indicated that for the gamma distribution 
M(Q) is not always convex, but nevertheless it is maximized by either 
filling all requests for restocking or by filling none of them. This also 
appears to be true when demand is normally distributed. Although we 
were able to construct some examples with normally distributed demand 
in which the profit was maximized for some value 0 < а < 1, in all such 
cases the manufacturer's profit was practically constant in a, with a total 
variation of less than 1% between the minimum and maximum values. 
Thus, although the specifics of our analytical results do not extend to 
the gamma or normal distributions, the basic conclusions carry through. 


22 Offering Re-Stocking as a Benefit to 
Retailers 


In many situations, a manufacturer who is introducing a restocking 
option must guarantee that a retailer can do at least as well after the 
introduction of restocking, regardless of whether he chooses to take ad- 
vantage of the option of restocking. For example, there may be many 
retailers who are either unable or are unwilling to change their own busi- 
ness practices in order to take advantage of restocking. In order to avoid 
disenfranchising these retailers when a restocking policy is introduced, 
the manufacturer may want to avoid changing the wholesale price (w; ) 
that she charges for the initial orders that are placed before observing 
demand. Moreover, by leaving this early wholesale price unchanged af- 
ter introducing restocking, the manufacturer signals retailers that the 
new policy can only benefit them. 


Lemma 5.3 Taking шу as fixed, and assuming that р > wj 2 c and 
p-b2 сз > су, there is always a total reorder fulfillment policy (a = 1) 
Jor which both the manufacturer and the retailers’ expected profits are at 
least as large as without reorder fulfillment. 


To see that this is true, note that by setting а = 1 and wy = p — b, the 
retailers are indifferent between filling backorders through restocking 
and experiencing lost sales. Thus, this policy induces the retailers to 
make the same initial orders as if there were no reorder fulfillment. The 
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retailers earn the identical profit as they would without the restocking 
option, and any reorder requests that the manufacturer receives increase 
her profits. 

The above Lemma also implies that, if the manufacturer has control 
over the wholesale price for restocking, she will always prefer а = 1 
to а = 0. As long as M(Q) is convex, as we have shown it to be 
for uniform and exponential demand distributions, the manufacturer's 
optimal policy will be to set œ = 1 and find the profit maximizing 
restocking wholesale price w3(a = 1). On the other hand, both for uni- 
form and exponential demand distributions M(Q*(a, wọ)) is unimodal 
in wa, This is so because it can be shown that if the partial derivative 
8M(Q" (a, шз))/Әш» < 0 for some wo, then it remains negative for all 
wh > wy. This gives rise to the following Theorem, the proof of which 
we have omitted: 


Theorem 5.4 a) If demand is exponentially distributed with parameter 
А, then the manufacturer's optimal restocking policy is to set а = 1 and 


BEN { 2 —су- 200250 > 0 


Mena айе, otherwise 


b) If demand is uniformly distributed оп (L, U), then the manufacturer's 
optimal restocking policy is to set а = 1 and: 


(Bw: - 20)b aa 


За — wi 


Min [n 


2.3 The Role of Re-stocking in Channel 
Coordination 


In this section, we address the issue of the extent to which the intro- 
duction of a restocking policy can or will serve to coordinate the supply 
chain. If the manufacturer and retailer interact only once, prior to the 
observation of demand, the quantity that maximizes the channel profits 
satisfies 


FQ) 


This is the solution to a standard newsvendor problem with the marginal 
cost of production (cj) as the cost of overage, and the profit margin 
{р — cj) as the сом of underage. The quantity ordered by the retailer 
will satisfy: 


(5.15) 


т) = > (5116) 


Partial Quick Response Policies їп a Supply Chain 107 


Clearly, the only way that the manufacturer can induce the retailer to 
order the channel coordinating quantity is by setting шу so that (5.15) is 
equal to (5.16), which implies that the channel can be coordinated only 
when шу = су. Hence, in this environment, we cannot both coordinate 
the channel and allow the manufacturer to earn positive profit 
However, as shown in the following theorem, this is not the case if 
the manufacturer introduces a restocking policy. Indeed, with a restock- 
ing policy, the manufacturer can coordinate the channel with an early 
wholesale price (uj ) that is strictly greater than her marginal costs. 


Theorem 5.5 As long as p b > ср, the manufacturer can coordinate 
the channel, ie. maximize channel profits, by setting а = 1 and setting 


ш and шу such that: m 
ш 
(99) = aT 


where Qe is the order quantity that maximizes channel profits 


(5.17) 


Proof. From the channel perspective it can never be profitable to let 
backorders go unfilled so long as p ~ b > co, which implies that œ = 1 
is optimal. Therefore, the initial order quantity is the solution to a 
newsvendor problem in which the cost of over-production is сү, and the 
cost of under-production is c; — ci +b. Thus, the channel coordinating 
order quantity must satisfy: 


(Qe) (5.18) 
The relationship in (5.17) follows from setting the retailer's order quan- 
tity as defined in (5.2) equal to the channel coordinating quantity in 


(5.18), ° 


[ 
] 
P 
НА 
{le 
aar 


This result is significant because it implies that the introduction of a 
restocking policy allows the manufacturer to use a linear pricing policy 
to both coordinate the channel and extract a share of the profits from 
the retailer, which is not true in the absence of a restocking policy. 


3. Numerical Analysis 
зл Total Supply Chain Profits 


The analytical results derived in Section 2 characterize how the man- 
ufacturer's profits depend on o, the portion of reorders filled, and w2, 
the wholesale price per unit for reorders. In this section, we perform 
а numerical study to better understand the effects of partial replenish- 
‘ment policies on the performance of the channel. Even in a simple case 
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Varying a Varying шз 

Case T 2 З 4 
Distribution U(100.000) (100,000) Exp[1/100) 100,500] 

р 200 100 50 50 

D 0 3 т 

а ш 20 20 

e 26 

A D 22 


Table 5.1. Data for numerical examples 


where the manufacturer's profits are increasing in шу and the retailer's 
profits are decreasing in w, the effect on channel profits is ambiguous 
Wholesale prices have only second order effects on channel profits via 
their effects upon the initial order of the retailer. Changes in the por- 
tion of reorders filled has both first and second order effects on channel 
profits. 

о demonstrate the relationship between restocking policies that max- 
imize the manufacturer's profits versus those that maximize channel 
profits, we provide the following numerical examples. In these exam- 
ples we have considered four cases for the demand distribution and the 
us parameter values. The data used for each case are summarized 


igure 5.1 shows the manufacturer and channel profits as a function of 
о for Case 1. In this case, the manufacturer's profits are strictly decreas- 
ing in œ. Although the channel profits decrease and then increase in о, 
both the profits of the manufacturer and of the channel are maximized 
аа=0 

Figure 5.2 shows the manufacturer and channel prof 
of o for Case 2. In this case the manufacturer will choose not to offer а 
reorder opportunity. However, we can see in Figure 52 (b) that channel 
profits are increasing in q throughout the range. Therefore, channel 
profits would be higher if a reorder opportunity was offered. 

An example with exponential distribution also shows behavior in which 
the manufacturer's profits are decreasing then increasing, while the chan- 
nel profits increase throughout the range, as is shown in Figure 5.3 for 
Case 3. Note, however, that in this case the manufacturer will still 
choose the channel optimal policy of @ = 1 

We also consider the effects of selecting w for a given a value. Figure 
5.4 shows the manufacturer and channel profits as a function of wą for 
4. We find again that the channel profits are strictly increasing or 
g in many of the cases. However, there are sometimes discrep- 


as а function 
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Figure 5.1. Manufacturer (а) and Channel Profit (b) - Case 1 
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Figure 5.2. Manufacturer (a) and Channel Profit (b) - Case 2 
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Figure 5.3. Manufacturer (а) and Channel Profit (b) - Case 3 
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Figure 5.4. Manufacturer (a) and Channel Profit (b) - Case 4 


ancies between what is best for the manufacturer and what is best for 
the channel. Indeed for the case shown in Figure 5.4, the total channel 
profits are maximized when wọ æ 29, whereas the manufacturer's profits 
are increasing over the entire range. As a result, the manufacturer will 
tend to charge a larger wholesale price than would be optimal from the 
perspective of the channel. Note that this is consistent with the results 
of Jeuland and Shugan, 1983, who showed that in a bi-lateral monopoly, 
both the manufacturer and the retailer will tend to set higher margins 
than would be required to maximize channel profits. 
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3.2 Single Production - Partial Fulfillment 
Model 


In many practical situations, manufacturers lack the operational flex- 
ibility to respond to requests for restocking with additional production. 
In such cases, if the product being sold is standardized, manufactur- 
ers often produce more than enough to satisfy retailers’ initial orders 
in anticipation of requests for restocking. In this section we perform 
а numerical investigation to better understand the effects of such over- 
production. 

As before, we assume that there are N retailers facing independent, 
identically distributed demand, and that the manufacturer fills requests 
for restocking without regard for the number of units ordered, and that. 
each request is either filled completely or not at all. We assume that 
N is large enough that the central limit theorem can be applied and 
that the distribution of the combined requests for restocking from the 
retailers can be represented by a normal distribution. 

In contrast to our original model, we now assume that the manufac- 
turer produces only once, prior to any observations of end demand. In 
particular, we assume that, after receiving the retailers’ orders, the man- 
ufacturer produces enough to fill these orders and to fill some portion 
of the anticipated demand for restocking. Let y;(Q) denote the num- 
ber of units of demand backlogged at retailer j, given that he ordered 
Q units initially. Then y,(Q),i = 1,...,N are independent identically 
distributed random variables with mean and variance 


Final = [| ГЕСТОТ 


о = Је Orte - кд}? 


Let yp(Q) denote the total quantity requested for restocking by all retail- 
ers given that they have each ordered О units initially. By the central 
limit theorem, yr(Q) is approximately normally distributed with the 
following mean and variance: 


Er(Q) = NE: (Q), 
2 2 
urta) 
Thus, in order to insure that the expected amount of unsatisfied de- 


mand for restocking is equal to 1 — y of the total expected demand for 
restocking, the manufacturer must produce: 


T = NQ + Elyr(Q)] + 205,9). 
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antur (Q)] 
[7] 


щй) = Гоно, 


and ф(т) is the density of the standard (unit) normal distribution. As- 
suming that any shortages are allocated randomly among the retailers 
and that they cannot misrepresent their backlogs, then y is a good ap- 
proximation to o. In other words, by filling a fraction у of the demand 
for restocking, the manufacturer can, on average, fill the fraction a of 
the requests. 

From the retailer's perspective, the manufacturer's policy results in 
requests for restocking being filled with probability œ = y, and each 
ler orders the quantity identified in 0" (7, wa), where ^ replaces œ: 


Co 99 


Note, however, that when the manufacturer's initial production quan- 
tity is in excess of the combined initial orders from the retailers, the 
manufacturer exposes herself to some risk, and may incur the cost of 
unsold product. As a result, it will become prohibitively expensive for 
her to guarantee complete fullfillment of reorders, i.e. у = 1. Speci 
cally, the cost to achieve very high levels of service becomes prohibitive, 
due to the large “safety stock”, represented by the term гут. "Qu that 
is required in this case. The manufacturer's profits are shown in Figure. 
5.5 for ^ from 0 to 1, for а case where each retailer's demand follows 
uniform distribution between 100 and 1000, and N = 100, р = 100,0 = 
3с = 20, w; = 35, ш> = 50. This case is the same as Case 2 in Table 
Т, with the only difference being that all production takes place in the 
first period at cost сү. There are two things worth noting: First, it 
can be seen that, as expected, the profits show an abrupt decrease for 
values of y close to 1 due to the prohibitive cost of producing enough 
in advance to guarantee fulfillment of all reorder requests. Second, the 
manufacturer's profits are maximized at a value of y that is very close 
to 1. Recall that when reorders had to be filled from higher cost produc- 
tion the manufacturer's profits were maximized by filling no reorders, as 
shown in Figure 5.2. The main reason for this difference is that when 
products are standardized and the manufacturer can use the inexpensive 
early production to build inventory, she can earn a larger margin on the 
reorders. Thus, she may encourage reorders when she can fill them from 


Ow) = 
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Figure 5.5. Manufacturer's Profits in Single Production Partial-Replenishment 


inventory, even though she would discourage them if she had to employ 
an expensive mode of production to satisfy them. 


4. Conclusions and Extensions 


We have developed models for partial quick response policies used in 
practice, and identified situations in which such policies are beneficial 
not only to retailers but also to manufacturers. 

For the uniform and exponential distributions, we analytically char- 
acterized the optimal policies when the portion of reorders and/or the 
wholesale price per unit of reorders are under the manufacturer's con- 
trol. For a given wholesale price, it is optimal to either fill all reorders 
ог not offer a reorder opportunity. It is optimal to offer a reorder oppor- 
tunity when the ratio of the manufacturer's profit margin on reorders to 
her margin on the initial orders exceeds a certain threshold. For a given 
portion of reorders filled, there is an optimal reorder wholesale price that 
exists in the interval between the manufacturer's production cost at the 
reorder opportunity, and the value at which the retailer would be indif- 
ferent to participating. Combining these results, we showed that if the 
‘manufacturer controls both the portion of reorders filled and the whole- 
sale price charged for reorders, the optimal policy is to fill all reorders 
and charge the appropriate maximizing wholesale price for complete ful- 
fillment. 

We numerically explored this policy's effect on the channel profits, 
and found that the policy that maximizes the manufacturer's profits 
does not necessarily coincide with the one that maximizes channel profit. 


m SUPPLY CHAIN MANAGEMENT 


turer would 


Therefore, without some additional mechanism, the manuf 
mot always have an incentive to coordinate the channel 

In our numerical experiments, we also considered a related model of 
partial replenishment in which the manufacturer lacks access to reactive 
production but can build inventory before the selling season. Relative to 
the case where she cannot build inventory, but can produce reactively, 
this allows the manufacturer to utilize low cost production to satisfy 
reorders. On the other hand, it can result in the manufacturer's produc- 
ing units that retailers do not need. There are a number of questions 
that would be worth pursuing in this line of inquiry. For example, it 
would be interesting to know how the manufacturer's optimal produc- 
tion quantity in anticipation of reorders would compare to the optimal 
quantity for a vertically integrated channel. It would also be interesting 
to investigate how a manufacturer would use a combination of inventory 
and responsive production to satisfy retailers’ reorders, 

Other directions in which this work could be extended include different 
cost structures that take into account set-up and holding costs within 
the period. Additionally, it could be useful to analyze the following 
trade-off: as a retailer postpones making a request for a reorder, he 
gains more information about demand, but incurs a greater risk that 
the manufacturer will be unable to fulfill his request. It might also be 
of interest to study the effects of competition, at either the retailer or 
manufacturer levels. Finally, it will also be important to consider the 
managerial issues of cooperation necessary to implement the policies 
described here. 
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Abstract — This chapter considers a single period inventory (newsboy) problem in 
which a manufacturer will both sell the item to the vendor outright as 
well as offer the item to the vendor on a revenue sharing (consignment) 
basis. In the latter case, the amount of money the vendor pays per unit 
is less than if the item is purchased by the vendor, but the vendor must 
share some of the revenue with the manufacturer. The purpose of our 
analysis is to investigate the effect of such a strategy on the vendor's 
purchasing decision and demonstrate how such a revenue sharing scheme 
can be used to achieve channel coordination, 


1. Introduction 


This chapter investigates the situation in which a vendor, in a news- 
boy-type situation, has the option of purchasing the item outright and/or 
obtaining the item through a revenue sharing agreement with the man- 
ufacturer. Of specific interest is whether revenue sharing can be used to 
achieve channel coordination. 

The motivation for this work comes from an article in the March 
25, 1998 edition of the Wall Street Journal dealing with the concept of 
revenue sharing at video rental stores. The article described efforts by 
Blockbuster Video to obtain tapes from Hollywood studios on a revenue. 
sharing basis. The article cited research by Time Warner that indicated 
20% of customers were unable to obtain their first choice video due to a 
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tock out situation. To remedy this situation, stores were being offered 
leotapes for $8 each on a revenue sharing basis versus $65 each for 
outright purchase 

The purpose of this chapter is to examine the strategy of revenue 
sharing for a newsboy (single period) inventory model. The fact that 
the problem faced by videotape rental stores is analogous to the news- 
boy model was shown in Drezner and Pasternack [1999]. We note, how- 
ever, that while our motivation for studying this problem originated 
with videotape rental stores, the results of this work are applicable to 
any newsboy inventory situation and may, for example, be of interest to 
publishers of periodicals or manufacturers of perishables such as baked 
goods. 

The newsboy (single period) inventory model is covered in most in- 
troductory management science texts (see for example Lawrence and 
Pasternack 1998). There have also been numerous papers in the litera- 
ture dealing with extensions to this model. Silver, Pyke, and Peterson. 
11998] gave a partial review of the literature in their textbook. Khouja 
11999] presented an extensive review of the literature dealing with such 
extensions. In this paper Khouja reviewed some 90 publications and 
classified them into eleven categories based on the type of extension to 
the classical newsboy problem. 

Following Khouja's classification, the material in this chapter would 
fall into the category of problems dealing with different supplier pric- 
ing policies. Extensions to the newsboy problem in terms of different 
supplier pricing policies have focused on quantity discounts (see for ex- 
ample Jucker and Rosenblatt 1985, and Lin and Kroll 1997), permitting 
emergency supplies obtainable at a premium cost over the original cost 
per unit (see for example, Khouja 1996), and multiple suppliers (see for 
example, Kabak and Weinberg 1972). 

As with the literature on the single period inventory 
are a number of papers that have dealt with pricing policies to achieve 
channel coordination (an excellent review of this literature can be found 
in Tsay, Nahmias, and Agrawal 1999). For example, Jeuland and Shugan 
[1983] and Monahan [1984] both considered discounting schemes that 
achieved channel coordination. Lal [1990] looked at franchise fees and 
monitoring schemes and their effect on channel coordination. These 
papers however, did not deal with a newsboy type situation. For a 
newsboy type good, Pasternack [1985] showed that a manufacturer could 
set a pricing and return policy so that channel coordination could be 
achieved. Lau and Lau [1999] extended Pasternack’s work to account 
for the manufacturer's and retailer's attitude towards risk with a goal 
of maximizing the manufacturer’s profit. Padmanabhan and Png [1997] 
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developed a single period inventory model in which demand is linearly 
related to price and examined the effect that full returns and no returns 
have on retailer strategies and the manufacturer's profit. Lariviere and 
Porteus [1999] considered a newsboy type inventory model and looked at 
structural issues for the manufacturer's pricing policy as well as the effect 
that market size and variability have on the pricing decision, Brown and 
Lee [1998] examined a situation faced in the semiconductor industry їп 
which а vendor could both purchase units outright from a manufacturer 
as well as purchase options for additional units. These options could 
be exercised at a future point in time after additional information for 
the good's demand has been observed. They considered situations in 
which several of the costing parameters could change and showed that, 
for their model, channel coordination can be attained to allow greater 
profit for both the manufacturer and the supplier. While the model 
considered by Brown and Lee has similarities to the one presented in 
this chapter, their model did not include the possibility of the vendor 
incurring a goodwill cost due to unavailability of the item at the retail 
level. As we will show, the inclusion of goodwill cost may lead to a 
situation in which it is impossible for the manufacturer to gain in a 
channel coordination scheme without the use of a side payment from 
the vendor to the manufacturer. 

The focus of this chapter is on the vendor's optimal procurement 
strategy and on the manufacturer's pricing strategy for offering items 
on consignment in order to achieve channel coordination. We allow the 
vendor to obtain the item through two different costing schemes. In 
particular, we assume that the manufacturer has been selling the item 
to the vendor on a conventional basis and now wishes to also offer the 
good to the vendor on a revenue sharing (consignment) basis. Hence, 
the vendor will have the choice of purchasing the item outright, obtain- 
ing the item on consignment, or doing a combination of both. As with 
much of the literature on channel coordination, we will assume that the 
manufacturer behaves like a Stackelberg leader and that the vendor acts 
to maximize its expected profits. Our analysis will examine the ven- 
dor's procurement strategy and how a consignment scheme can achieve 
channel coordination. 

The chapter is divided into four sections. In Section 2 we introduce 
the general model. We show conditions under which it is optimal for 
the vendor to only purchase the item outright, only obtain the item on 
consignment, or obtain the item through both outright purchase and 
consignment. In Section 3 we discuss the issue of channel coordination. 
We show that a consignment scheme can be used to achieve channel 
coordination and present pricing formulas that a manufacturer can use 
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to "force" the vendor to order, in total, what is in the best interests 
of the channel. While this may likely be the most compelling reason 
for manufacturers to adopt this strategy, we show that it is possible 
for the manufacturer's expected profit to decline as a result of such 
coordination. Formulas for the vendor's and manufacturer's expected 
profit are presented and examples are given for the case of a uniform 
demand distribution. Section 4 contains some concluding remarks and 
potential avenues for future research 


Optimal Strategies When the Vendor’s 
Available Funds Are Unlimited 


In this section we introduce the general model and investigate the 
vendor's optimal strategy. We assume that there are no limits on the 
funds the vendor has available for procurement and that either the cost 
of capital is low or the time horizon under consideration is short. (For 
an analysis of the vendor's optimal purchase/consignment strategy when 
funding is limited see Pasternack [2000].) We note that because a vendor 
does not have to obtain the item on consignment, in order for any con- 
signment scheme to be attractive to a vendor, it must result in a higher 
expected profit than if the vendor obtains all units through outright 
purchase. 

The notation we use is as follows: 


* а = the vendor's cost per unit if the vendor obtains the item from 
the manufacturer through outright purchase. 


a p, = the retail price per unit and therefore the vendor's revenue 
per unit if the vendor obtains the item from the manufacturer 
though outright purchase. 


= sc the vendor's salvage value per unit if the vendor obtains ће 
item from the manufacturer through outright purchase. 


* g = the vendor's goodwill cost per unit if the vendor is out of stock 
Of the item. 


= m= the manufacturer's production cost per unit. 


= cy the vendor's cost per unit if the vendor obtains the item from 
the manufacturer on consignment. 


= pac the vendor's revenue per unit if the vendor obtains the item 
from the manufacturer on consignment. (Note that ру — рз equals 
the revenue paid to the manufacturer if an item purchased on con- 
signment is sold by the vendor.) 
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= Qh = the number of units the vendor obtains from the manufac- 
turer through outright purchase. 


= Qa = the number of units the vendor obtains from the manufac- 
turer on consignment, 


= 0 = the number of units ordered if the supply channel is coordi- 
nated, 


= EV(Q1,Qz) = the vendor's expected profit if it purchases Q; units 
and obtains Q» units on consignment. 


= EM(Qi, Qa) = the manufacturer's expected profit if the vendor 
purchases Qy units and obtains Q» units on consignment. 


* EP(Q) = the total expected channel profit if the channel is coor- 
dinated and the order quantity is Q. 


= Q} = the optimal number of units the vendor should obtain from 
the manufacturer through outright purchase if the vendor wishes 
to maximize its expected profit. 


= Qi- the optimal number of units the vendor should obtain from 
the manufacturer on consignment if the vendor wishes to maximize. 
its expected profit. 


* Q? = the optimal number of units ordered for a coordinated supply 
channel. 


= f(x) = the probability density function of demand. 


We will assume that due to competitive pressure, the values of cj, pj, 
s, g, and m are fixed', however the manufacturer has control over setting 
the values of ¢ and pp. Given the cost structure set by the manufacturer, 
the vendor will then determine the order quantity that maximizes its 
expected profit. 

Following this notation, we see that if the vendor purchases the item 
outright from the manufacturer, the vendor earns a gross profit of ру =; 
for each unit sold and the manufacturer earns a gross profit of сү — m 
for each unit ordered by the vendor. If however, the vendor orders the 
item from the manufacturer on a consignment basis, the vendor would 


"For example, videotapes are not only sold to stores that rent tapes, but also to stores which 
sell tapes outright to consumers, Even among stores that rent tapes, some may not wish to 
participate in a consignment scheme. For these reasons it is assumed that the Vendor's cost 
per шай, cy, and the retail price per unit, py, are not affected by the introduction of the 
Consignment scheme. 
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pay the manufacturer со per unit plus an amount equal to ру — pz for 
each unit sold. As а result, for each unit purchased on consignment and 
sold by the vendor, the vendor earns a gross profit of pz — cy and the 
manufacturer earns a gross profit of ру — pp сз — m. 

We further assume that if the vendor purchases the item outright from 
the manufacturer the salvage value, s, from each unsold unit accrues to 
the vendor, whereas if the item is obtained from the manufacturer on a 
consignment basis the salvage value accrues to the manufacturer. In all 
cases the goodwill cost per unit due to shortage, g, is assumed to accrue 
to the vendor. 

The following conditions are assumed to hold regarding ру, pz, c1, co. 
and s. 


= pi» py (The vendor's revenue per unit is greater if it purchases 
the item than if it obtains the item on consignment.) 


* су > су (The vendor's cost per unit is greater if it purchases the 
item than if obtains the item on consignment.) 


= cı > з (The vendor's cost per unit for purchasing the item is 
greater than its salvage value) 


a pi > с (For items purchased, the vendor’ 
greater than the cost per unit.) 


revenue per unit is 


* pi — pz > су — сз (For it to be worthwhile for the manufacturer to 
offer the item to the vendor on a consignment basis, the manufac- 
turer's gross profit per unit from consignment should be greater 
than the gross profit from outright sale to the vendor. This also 
states that the vendor's gross profit per unit from outright pur- 
chase is greater than if it obtains the item on consignment.) 


Note that we will not require рә > су. That is, for items obtained on 
consignment, the vendor's revenue per unit may be less than the cost 
per unit. While such a situation would rarely arise, it is conceivably 
possible that it may be worthwhile for the vendor to obtain goods on 
consignment even if they would be sold at a loss in order to avoid the 
potential of incurring extremely high goodwill costs. 

Operationally, because a vendor earns a larger gross profit on the units 
it obtains through outright purchase than on consignment, we assume 
that the vendor will first sell the units it purchases outright and will only 
sell those it obtains on consignment after all purchased units have been 
sold. The basis for our analysis is to investigate the Karush-Kuhn-Tucker 
(KKT) conditions in order to determine optimal strategies. Based on 
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the above notation, we have: 


BV(Q1,Q2) = 
a Qi+Q2 
[messis f m -pQ emat 
i à. 

+ ле + е Qi - Ql 
9+0 
= Qı – e» (6.1) 
and 
Q 
М(@,@) = | == 
E) 
оце 
+ f leme- +Q +Q- aee 
a 
+] mor) + (а —т)Ф + - m9» (62) 
ata 


The first term in equation (6.2) arises due to the fact that any items 
ordered by the vendor on consignment and unsold are returned to the 
manufacturer who will then dispose of them for their salvage value. 

The problem faced by the vendor is therefore: 


Maximize EV(Qi. Qs) (РІ) 
st -Qi <0 
-Q <0. 
The partial derivatives of EV (Qi, Qa) are as follows: 
aEV(Qi.Qu) _ 
901 


F(Q:)(8 —ю + Pa) — F(Qi + 02) (р +9) -cı m +g (6.3) 


and 


BEV (Q1, Qs) 


BO, = 1 FEQ + 9) – е (6.4) 
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The following KKT conditions (see Hillier and Lieberman [2001]) are 
therefore required for optimality: 


@) и01=0 
) Y2Q3 = 0 

(3) F(Qi)(s - m + p2) - F(Q} + Qm +9) - ci +p +0 = -Yi 

(4) [1 - F(Qi +0 (м + 9) - e = -Y2 

(5) 6 20Y220.120,9120 


where Y, and Уз аге the Lagrange multipliers (dual variables) for this 
problem. 
We also see that: 


PEV(Q1,Q2) 


F(Qi)(s — р + рз) — F(Qi + Өз) (р + 9) (6.5) 


8Qi 
zi 
Fer Qua -КӨ +) +9) 69 
and 
- 
раа = -@ +) +9). (6.7) 


By looking at the second-order partial derivatives for EV(Q1,Qz) we 
note that if p; — рз — в > 0, then EV(Q;, Q2) is concave. 

Our interest lies in determining the structure of the optimal strategy 
for the vendor. This gives rise to the following three theorems 


Theorem 6.1 It is impossible for Q} = бала Q3 > 0 


Proof: If Q; > 0 then from ККТ condition 2) Y, = 0. Hence, from 
KKT condition (4) we have: 


F(Qi + Q3) = (pa + 9 ~ ez)/ (pa + 9). (6.8) 
Substituting equation (6.8) into KKT condition (3) gives 
Ys. (6.9) 


But if Qj = 0, then F(Qt) = 0 and it would be impossible for equation 
(6.9) to be satisfied. 


F(Q{)(s - p +p) + (pi -p2 — c1 +62) = 


Theorem 6.1 states that it would never pay for the vendor to obtain 
the item from the manufacturer only on a consignment basis. 
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Theorem 6.2 jp 249 „ PLEI- shen it is impossible for Qt > 0 
© "cu 
and Q3 - 0. ч 


Proof: Suppose Qt > 0. Then from ККТ condition (1) we have Y, = 0. 
If we also assume that Q} = 0, from ККТ condition (4) we have: 


H pt Y) 
Е = (6.10) 
(QD T (610) 
while from KKT condition (3) we have: 
дей = Risa 
P pror ves 6.11 
(o) = ates (61) 
But, if pto, pte- , then юи+ә-е+%„рю+9-о, 
E „жы meg ptg 


BAGH oy 
т+9-8` 

Since we know from Theorem 6.1 that obtaining the good only on 
consignment cannot be optimal, Theorem 6.2 gives conditions under 
which it is optimal to both purchase the item outright and obtain it by 
consignment. In essence, what Theorem 6.2 states is that if the ratio 
of revenue to cost for goods obtained on consignment is high enough, it 
will never be optimal for the vendor to only purchase the good. Such 
a condition will occur if the salvage value is low and the goodwill cost 
is high^. In such cases the optimal amount for the vendor to purchase 
and to obtain on consignment can be determined by recognizing that Y4 


= 0 0 and solving for ККТ conditions (3) and (4). This gives the 
following relationships for Qt and Q5 
a " +#- 9 
FQ +Q) = PEHLA (6.12) 
pz 
and 
ке) = Aaa (6.13) 
m-m-s 
"ITE 
Theorem 63 J - степ F(Qr) = PESTS and Q3 
orem 63 з >с) cen then Р(@{) = DS and Q; 


Proof: We show in this case that it is impossible for both 0} > 0 and 
Qi > 0. In particular, if Q} > 0 and Q3 > 0, then ККТ conditions (1) 


mis mè 


тыз, observation can be seen by re 


(m+g- e)s. 


ting ж pai реба =en) > 
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and (2) imply that Y} = Yo = 0, Hence, equations (6.12) and (6.13) 
must be satisfied. But if в > су — су then from equation (6.13) we would 
have F(Q;) > 1, which would be impossible. Also, we know from The- 
orem 6.1 that it is impossible for Qr = 0 and 0; > 0. Hence, Q} > 0 
and Q = 0. The result follows from ККТ condition (3). 


‘Theorem 6.3 states that if the salvage value per unit is greater than 
~cp, then the vendor would obtain all items through outright purchase. 
‘The purchase amount would be identical to the amount the vendor would 
purchase if there were no consignment option. 

Given this as a background we now turn our attention to how the 
manufacturer can set the values of pz and c to achieve channel coordi- 
nation. This is examined in the next section. 


3. Using Revenue Sharing to Achieve Channel 
Coordination 


‘The idea of channel coordination is that a manufacturer, through its 
pricing strategy, will ensure that an independent vendor will order the 
same amount as if the manufacturer controlled the vendor. In such cases 
the total expected profit for the channel is maximized, 

Channel coordination is desirable to a manufacturer since if total 
channel profits are maximized while the vendor's expected profit re- 
mains constant, the manufacturer's expected profit will be maximized 
Of course, one difficulty that can occur with channel coordination is 
that the vendor's expected profit may increase to such an extent that 
the manufacturer receives a lower expected profit. In such cases, how- 
ever, channel coordination can still be desirable to the manufacturer if 
the manufacturer can obtain a side payment from the vendor equal to а 
substantial enough portion of the vendor's expected gain. 

We will again assume that the vendor has no restrictions on the fund- 
ing available for obtaining the goods. We make this assumption because 
а manufacturer would generally not know if a vendor has any limita- 
tions on funding and if such limitations existed they would be vendor 
specific by their nature. Also, if the vendor has limitations on funding, 
channel coordination may be impossible to achieve. Even if coordination 
could be achieved, it is doubtful in such cases whether a manufacturer 
could develop a pricing plan for multiple vendors that would meet the 
guidelines of the Robinson-Patman act. 


"The Robinson-Patman Act is United States federal legislation that prohibits a manufacturer 
from engaging im price discrimination among is customers, 
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We will also assume that the vendor's purchase price and sales price 
under outright purchase does not change as a result of the manufacturer 
offering the good through revenue sharing. Instead, channel coordination 
will be achieved by the manufacturer selecting appropriate values for ру 
and cg under a revenue sharing plan. We make this assumption since the 
manufacturer may have multiple means of distribution, not all of which 
would be subject to a possible revenue sharing scheme. For example, a 
video tape manufacturer would sell video tapes not only to video tape 
rental chains interested in participating in revenue sharing, but also to 
discount stores, e-commerce retailers, and independent video tape rental 
stores not wanting to engage in revenue sharing. Our objective is to 
evaluate the impact that revenue sharing will have on the total channel 
expected profit as well as the expected profits for both the manufacturer 
and the vendor. 

Let us first focus on the conditions on су and pz that will be necessary 
in order to achieve channel coordination, These are given in the following 
theorem. 


Theorem 6.4 If the manufacturer wishes to achieve channel coordina- 
{pa + д) — в) 

mg-s 
Proof: Clearly, if the manufacturer wishes to achieve channel coordi- 
nation, it must set the price for the goods obtained on consignment at 
an attractive enough level so that Q3 > 0, We know from Theorem 6.1 
that it is impossible for Qr = 0 and Q3 > 0 and from Theorem 6.3 that 
if s» сү — cy then Q3 = 0. Hence, су must be set such that cj — cz > s 
and we will focus on the case where Q} > 0 and Q5 > 0, 

Ifthe channel is coordinated, from the results of the standard newsboy 
model it must be true that Q7 and Qj satisfy the following relationship: 


p*g-m 


tion then it will be necessary to set cz = 


H 5) = 14; 

к@+ер = TO (6.14) 
Also, we know from KKT condition (4) that: 
e(t n +: 

F(Qi«Q) = PHEA (6.15) 


Pg 
Equating the two expressions for F(Q} + Q5) results in the relationship 
for су. 


Corollary 6.5 It is necessary to set су < (m — s) in order to achieve 
channel coordination. 


Proof: Equating (6.14) and (6.15) gives 
(т - s)(p + 4) = clp +g- 5) (6.16) 
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The result follows since p; — pa > c — ср > з and therefore p; — s > pa. 


The implication of Theorem 6.4 and Corollary 6.5 is that for the manu- 
facturer to achieve channel coordination, it would have to offer consigned 
goods to the vendor at a cost that is less than the manufacturer's pro- 
duction cost minus the good’s salvage value. 

Let us assume that the manufacturer selects values of and cy and pz 
that satisfy the conditions for achieving channel coordination. In such 
situations we wish to analyze the effect that achieving channel coordi- 
nation will have on the vendor's and manufacturer's expected profit. 

It should be clear that under channel coordination, the vendor's ex- 
pected profit will never decline relative to that without channel coor- 
dination. This is because the vendor could always adopt a strategy 
0. Hence, while under channel coordination the total ex- 
for the manufacturer and vendor increases over the case 
where the good is not offered on consignment, if the manufacturer does 
not receive a side payment from the vendor its expected profit might 
actually decrease. The next theorem gives formulas for the vendor's and 
manufacturer's expected profit under channel coordination. These for- 
mulas can then be used to determine the effect that channel coordination 
has on the expected profit of the vendor and manufacturer. 


Theorem 6.6 If the manufacturer sets су and рэ to achieve channel 
coordination, then: 


EV(Qi,Qi) = 


grf(z)dz (6.17) 


and 


вм(@,09 = | о-о (618) 


Proof: 
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[21 


- fe + s(Q} — z)f(r)dz + | [р = 72)Q1 + paw] f (z)dz 


+ J [101 + mQ} — glz – Qi – Qa)if(w)da — Qi — c20} 


9+9 
= Qis- mie FQ) — (p2 +0 QDMA + Q3) 
Qi 9+9 
+ ft ааа + С ра) — ji esf 
D оне 
+n@i+ an + m «d)-edi-edi (619) 
Substituting F(Q1) = 2—/2 2 * 9 ang F(Q} +Q5) = PH 


m-p-s ps 
into equation (6.19) gives the resulting formula for EV(Q1, Q1). 


То show the result for £M(Q1, Q5), we note that: 
ЕМ(91,9) = 


[21 


sare [ mom oes 


a 
= (pı ~ pa — 5)QiF(QI + Q3) — F(QD] 
+ sQ31F(Qi + Q3) – F(QD] + (m — p2)Q3[1 - F(Qi + Q2] 


= т) + (0 – m)Q3. (6.20) 
Substituting F(Q}) = косуы into equation (6.20) gives the 
following: 
qiie 
MOLO = | mom sz 
à 


- (pm +9 ~8)(Qi Q3)F(QT + Q2) 
+ (рз + 9)(Qi + QF (QI + Q3) 


+ (pi роо — m)(Qi + 0). (621) 

jt " ntg- patg-c 

Substituting F(Q} Qj) = P9 "ang F(Q} +Q3) =2+#—% 
(Qr +93) = DAF and FQ +Q) = BE 


into equation (6.21) results in the formula for EM (Q}, Q3). 
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To illustrate the consequences of Theorems 6.4 and 6.6, let us consider 
the case of a uniform demand distribution, f(x) = 1/(B—A)for A < x < 
B, 0 elsewhere, and examine the effect that the manufacturer’s choice 
of p, has on its expected profit. We select the uniform distribution 
for demand since it will enable us to generate closed-form expressions 
for Q}, Qs, and the resulting expected profits for the vendor and the 
manufacturer. 

For a uniform demand distribution the formulas for EM(Q1, Q3) and 
EV(Qi, Q5) are as follows: 


EV(Qi.Q3) 
Peete SE (B-4) 


т а= DIT 3 
*A(n-o (6.22) 
EM(Qi,QU = 
je $ m) (a 
m*g-s (pi 
+A(eı =m) (6.23) 


(See the appendix for the proof of these two expressions.) 

We therefore see from equation (6.23) that the manufacturer’s ex- 
pected profit is monotonically decreasing in pa and the manufacturer's 
optimal strategy would be to set ру as low as possible. Unfortunately, 
if pg is restricted to being nonnegative, it may not be possible for the 
manufacturer to set py low enough to ensure that its expected profit 
will increase over the case in which revenue sharing is not offered. The 
conditions required for the manufacturer’s profit to not decline under 
channel coordination are given in the next theorem. 


Theorem 6.7. |f demand follows a uniform distribution and the man- 
ufacturer wishes to set consignment pricing to achieve channel coordi- 
nation, the manufacturer will need to set су to be less than or equal to 
(m — в)/2 їп order for its expected profits to not decline. 


Proof: Without channel coordination, the manufacturer's expected 
profit will be: 


EM(Q}) = (в-а) (cr—m)(B—A)+A(cr—m) (624) 


Comparing equation (6.24) with equation (6.23) gives the desired result. 
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Corollary 6.8 If demand follows a uniform distribution and the man- 
ufacturer sets consignment pricing to achieve channel coordination so 
that its expected profits do not decline, a necessary condition for ру > 0 
is that p 2 gs 


Proof: The result follows from Theorems 6.4 and 6.7. 


Examples 


To illustrate these concepts, let us consider the following two exam- 
ples. In the first example we deal with а case in which p, < g+ s. In 
particular, suppose: 


py = $100, c; = $40, э = $10, = $100,m = $20, and f(x) 


U(0,95) 


If the vendor does not have the option of obtaining items through con- 
signment, we know from the newsboy problem solution that the vendor's 
optimal purchase quantity would be Qr = 80. In this case the vendor 
would earn an expected profit of: 


P] 
EV(0) = n 1080 — 
3 
E] 
+f [100 « 80 — 100(z — a) ede = 40-80 
io 


= $1,650 


and from equation (6.24) we have that the manufacturer would earn a 
profit of 80 * ($40 — $20) = $1,600. Total channel expected profit in this 
case would therefore be $3,250. 

Under channel coordination, the optimal order quantity would satisfy 
the relationship: F(Q") = PÈ, which for this example, results 


Pigs 
= 90. The total channel expected profit in th 


in a value of Q case 


would be: 


1 


а 
EP(90) / [1002 + 10(90 — =) dz 
3 


95 


а 
+ / [100.90 — 100(z — ode — 20-90 
E] 


= $3,350. 
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Thus, by coordinating the channel, total channel expected profits would 
increase by $100 or 3.1%. 

Now, let us assume that the manufacturer offers the good on consign- 
ment to the vendor at a cost of $8, e.g. су = 8, We know from Theorem 
6.4 that рз should be set to satisfy the relationship: 


рю = Ф1+9-*) _ 4 Hence, р should be set equal to 52. 


m-s 
In this case, we can use equations (6.12) and (6.13) to determine the 
values of QT and Q5. Solving the relationships: 


F(Q} + 9) = 0.94737 and F(Q; 


gives Qt = 40and Qr = 50. 
For these values the vendor's expected profit would be: 


EV (40,50) = 


= 042105 


(100 - 52-40-48)? _ (52+ 100 ~ 8)? (95-0) 
| 1й-Ы-ш + 541 О 2 
= $2,050 
and the manufacturer's expected profit would be: 
EM (40,50) = 
_ [000+ 100 — 20)(40 — 20) (40 – 20)? (95-0) 
ш (100 + 100 — 10) 200-52-10) ^ 
= $1,300 


Thus, we sce that even though channel coordination is achieved, this is 
at the expense of the manufacturer seeing а $300 decline in expected 
profit. 

In fact, for this example, unles 
cy less than or equal to $5, the manufacturer's expected profit would 
be less than if it did not offer the goods on consignment. If, however, 
сз < $5, then pp < —$5. Since а manufacturer would have great dif- 
ficulty convincing a vendor to take goods on consignment if p < 0, 
revenue sharing in this case would result in a lower expected profit to 
the manufacturer. As mentioned earlier, one possible way around this 
dilemma would be for the manufacturer to require the vendor to make 
а side payment to the manufacturer. This side payment would have to 
be equal to а large enough portion of the vendor’s expected increase in 
profit so that both the vendor and manufacturer show some gain from 
revenue sharing. While such an approach has appeal, the manufacturer 


the manufacturer selects a value of 


Using Revenue Sharing to achieve Coordination for а Newsboy Model — 133 


may also face difficulty in convincing the vendor to make such a side 
payment. 
Now let us consider a case in which p; > g+s. In particular, suppose: 


р = $100, c; = $40, s = $10, = $50,m = $20, and f(x) = U(0,98). 


In this case, without revenue sharing the vendor's optimal order quantity 
would be Qr = 77, the vendor's expected profit would be $1,785, and 
the resulting profit to the manufacturer would be $1,540. If the channel 
were coordinated, the total channel expected profit would be $3,465, 
representing potential increase of $140 or 4.2%. If the manufacturer 
sets су = $4, for example, then ру would need to be set at $6 in order 
to achieve channel coordination. Using these values, the manufacturer’ 

expected profit would increase to 51586.67 and the vendor's expected 
profit would increase to $1,878.33. Here we see that since pj > 9 +s, 
channel coordination can be achieved in a manner that increases both 
the vendor's and the manufacturer's expected profits. 


4. Conclusion 


As we have shown, revenue sharing is an intriguing method for a man- 
ufacturer to achieve channel coordination. Unfortunately, if the manu- 
facturer wishes to maintain the current pricing structure for the good 
while allowing for revenue sharing, it is possible that without a side pay- 
‘ment from the vendor the manufacturer's expected profit would actually 
decrease 

There are several avenues for further research in this area. In par- 
ticular, one could investigate the situation in which the manufacturer 
is free to change both сү and су and the vendor is free to set ру. Such 
an analysis would require an estimation of the demand curve. Another 
possible avenue for further research is to extend the results of Section 3 
to distributions other than the uniform. A third possible extension of 
the model is to a multi-vendor environment and to determine the pricing 
policy that maximizes the total channel profit in such situations. 


Appendix 


Proof of Equation (6.22): From Equation (6.17) we have for a uniform distribution 
that 


EV(Qi,Q3) = (62) 


108-3 us 
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From Equation (6.13) we have that 


; = (B-a) BZP 
Qi = (в-а Behi @Аз) 
While from Equation (6.15) we have that 
$i = (ea) BEER 
Ф+@ = (B-a) PEAS +A (6.4.3) 
Substituting (6.4.2) and (6.4.3) into (6.A.1) and simplifying gives 
Ev(Q;Qj- Momratal (+оо), (B-A) 20 
ЕҮ(0:,0)= sie і i2 А-д 
вла) 


Proof of Equation (6:23): From Equation (6.18) we have for a uniform distribution 
that 
Lg) = ыт 14 
EM) = Tum (6.3) 


no) = Pip- 920i + Qi 
EM(QuQ) = BoB (64.6) 
From Equation (6.14) we have 
Pinta ETE I 
Ф+@}=(#-л) BEITE л, (6.4.7) 


(В- A) - Aphere о = Bp a о+@ 
TID 
#3 +9—‹з Then from (6.4.6) we have: 
Tg 


where B= 


EM(QIQi) = (n -m - 8-2) А+ CHEPA 


But, from the definition of а and g we have: 


Й 


а бибаст) (а= 
[CETERI (pi — ро — 8) 
me 


(pi -p2 - 808-0) (ра 


+ 


m+m-ate 


mt 
КЕСЕГЕ 
ds [CETEEDI P 
MP NEM 
- mtg-s TN 


e-m. (5.4.9) 
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The last substitution in (6.4.9) follows from Equation (6.16). From (6.A.9) we have 
that 


n-p- 8 (6 - my a) 
B-R-*(g-a(n«a] = Somes 


—mya - 85-28) 
ROME. 


(6.A.10) 


But from (69) we have that (a 8) = -ELZ 
(6.4.10) we have = 


EMOL- (Emm ‚%а-ти+а-т) B-A Le 
smag- - (e m + Жална 74 mom). 
бл) 


. Hence, from (6.A.9) and 


Rearrangingthe terms in (6.A.11) gives Equation (6.23) 
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Abstract Consider а manufacturer or wholesaler who supplies some item to re- 
tailers facing demand rates which depend on the shelf or display space 
devoted to that product by themselves and their competitors. The man. 
ufacturer, via the use of financial levers at her disposal, wishes to co- 
ordinate this decentralized chain while making a profit. With a single 
retailer, we show that the manufacturer can achieve this goal by using 
a two-parameter contract: a wholesale price and an inventory holding 
costs subsidy offered to the retailer. When multiple retailers compete 
in that product's market, there аге two ways to envision and model the 
demand and market split. One assumes that market demand depends 
оп aggregate inventory displayed, and then splits according to individ- 
ual display levels. The other "assigns" customers to retailers according 
to their display levels, and then assumes that purchases are a function 
of the display level at the retailer selected. We characterize retailers’ 
Nash equilibria in these models, and explore whether the manufacturer 
can coordinate such channels. Information requirements for channel co 
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ordination and profit allocation are discussed throughout the analy’ 


E Introduction 


Advertising, promotions, extended business hours, improved service 
and product variety are well known means for attracting more demand 
(c.g. Eliashberg and Lilien 1993 and references therein). Retailers can 
often affect sales volume of a product or a product family by increasing 
the shelf space allocated to it. It is recognized by marketing/consumer 
behavior researchers and practitioners that, with certain types of items, 
the quantity displayed can have a motivational effect on demand and 
sales (Schary and Becker 1972, Kollat and Willet 1969, Krugman 1965 
and Corstjens and Doyle 1981). At least two types of stimuli effects of 
inventory on demand have been identified. The first and more obvious 
one is referred to as the "selective effect", where more items in inventory 
provide customers with more to choose from and thus induce them to 
purchase or purchase more. This will happen where the units of an item 
(e.g. fresh fruits, vegetables, etc.) are not identical, and a customer 
may like the feeling of a wide "selection". For certain baked goods (e.g., 
doughnuts), low stocks may raise customers’ perception that the units 
are “left-overs” and not fresh (Pastemack 1990 refers to this phenomenon 
as “balking”). 

The second type of stimulus of inventory is the “advertising effect”. A 
large displayed quantity often gives consumers the impression that the 
item is popular in the market, which may signal good “value” (low price, 
high quality, etc.) and hence induce more consumers to buy it and each 
to buy more. Thus, displayed inventory acts as a way of advertisement. 

For these reasons, manufacturers often like their products to be widely 
displayed, and retailers want their shelf space fully utilized/filled. Since 
increased shelf space or displays often require the retailer to keep higher 
inventories, choosing an йет” shelf space is part of choosing its in- 
ventory level. Thus, some operations management researchers have in- 
corporated inventory-level-dependence of demand into various inventory 
control models (Johnson 1968, Iglehart and Jaquette 1969, Baker and 
Urban 1988). Wang (1992, Chapter 5) and Parlar et al. (1994) consid- 
егей general EOQ models (possibly with random yield) with inventory- 
level-dependent demand rates. Gerchak and Wang (1994) analyzed а 
periodic-review model where the demand per period is the product of a 
random variable and a function that increases in the period's inventory 
ingle decision-maker (the 


level. This literature dealt exclusively with a 
retailer) 
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Since a manufacturer's or wholesaler’s decisions (e.g. on wholesale 
prices) affect their retailers" inventory policies, it seems important to 
take into account the dependence of demand on the displayed inventory 
level, and to address issues related to supply chain coordination in such 
environments. So far, however, most of the coordination literature (e.g. 
Jeuland and Shugan 1983, Eliashberg and Steinberg 1993, Tayur et al 
1999) has viewed demand, whether deterministic or stochastic, as ex- 
ogenous and unaffected by the chain's activities (other than the retail 
price). The model by Tsay and Agrawal (1998; see also their references) 
does include demand dependence on service as well as price (їп a com- 
petitive setting), which is related to our "exposure" concept, but their 
linear demand function is quite different from our market split mod- 
els. lt is our goal to analyze a decentralized manufacturer-retailer(s) 
supply chain, which, though physically greatly simplified, recognizes the 
positive dependence of demand on the quantity displayed. 

The specific supply chain we try to model can be envisioned as a mar- 
ketplace of multiple vendors/retailers who are located in close proximity, 
perhaps within the same open area or the same building. These types of 
marketplaces are widespread and best exemplified by fresh food (fruits 
vegetables, fish, meats, etc.) vendors who can easily be found in any 
Chinatown district, Italian market or farmers’ market. These vendors" 
operations can be characterized by the following common features. Ven- 
dors in the market often stock/sell the same product(s) (e.g, apples, let- 
tuce, etc.), which are often purchased from the same grower/distributor. 
Second, since shelf space is very costly/limited, a vendor replenishes 
her shelf essentially as soon as a customer withdraws inventory from 
the shelf. (Since the shelf space is often very limited, say, a few dozen 
square feet, “reviewing” the stock level continuously and reacting to 
changes immediately is very easy.) Third, customers can readily observe 
the displayed inventory of all the vendors in the marketplace, since stalls 
are very close to, or even attached to, each other. Also, customers often 
like to walk through the market before selecting which vendor to buy 
from, 

We first analyze a stylized model by assuming that a supplier (“manu- 
facturer” ) supplies some product to a single retailer. The retailer decides 
to allocate some shelf space to display $ units of a product. Once al- 
located, the shelf is replenished via the (S — 1,5) policy with zero lead 
time, so the displayed inventory will be kept at level 5 all the time. That 
mimics store replenishment situations when replenishments are very fre- 
quent. The demand rate depends on S via a general increasing concave 
function. The item’s retail price is assumed to be fixed due to com- 
petition, and the inventory holding (shelf space) cost rate is constant 
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(linear). With a fixed wholesale price charged by the manufacturer, 
the displayed amount that maximizes the retailer's long-term average 
profit can be uniquely determined from her demand function and cost 
parameters. 

The manufacturer's decisions in a decentralized setting pertain to the 
financial arrangement with the retailer. The key variable is, of course, 
the wholesale price charged. If the manufacturer chooses to coordinate 
the chain using only the wholesale price — a price-only contract — its 
profit will be zero, since the only such contract which coordinates the 
channel is for the wholesale price to be equal to the manufacturer's 
marginal production cost. (We follow the literature in assuming that the 
manufacturer cannot appropriate all the rents by charging the retailer a 
fixed fee.) If the manufacturer maximizes its profit, the displayed level 
(and sales) by the retailer will be lower than the system-optimal level, 
and thus the total-profit pie smaller, due to the well-known "double 
marginalization” phenomenon (Spengler 1950). We provide an example 
of a situation where the manufacturer needs no information about the 
retailer’s holding cost to set up the optimal wholesale-price, and another 
example where he does need this information. 

To coordinate the channel as well as to make a profit, the manu- 
facturer needs an additional financial lever. We suggest a holding cost 
subsidy offered to the retailer, which will cause the retailer to stock 
more. With the two levers = the price-plus-inventory-subsidy contract, 
the manufacturer can achieve not only channel coordination, but also 
any desired allocation of the channel profit between himself and the re- 

iler. We show that as far as channel coordination is concerned, the 
manufacturer does not need to know the inventory-level-dependent de- 
mand function to offer such a contract. But, for the purpose of channel 
profit allocation, the manufacturer may need the demand information, 
depending on whether a percentage or a dollar-amount type of alloca- 
tion is to be achieved. We also generalize the scenario to non-linear 
(convex) inventory holding costs and show that a price-plus-inventory- 
subsidy contract can still coordinate the supply chain. On the other 
hand, compared with the linear cost case, the design of a coordinating 
contract will require the manufacturer to possess information about the 
retailer's demand function 

We then extend our analysis to two retailers who share, and compete 
in, the same market of the supply chain. Displayed inventory by a 
retailer now has two functions: to motivate customer demand, and to 
gain more market share. We propose two ways to model the customer 
demand and retailers’ competition processes. The first model envisions 
а situation where a customer selects her demand quantity based on the 
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aggregate inventory of both retailers and then chooses from which retailer 
to buy based on their relative inventory levels. This aggregate-inventory 
dependent demand function is motivated by the “advertising effect” of 
inventory on demand as discussed earlier. The basic assumption is that 
a customer selects her consumption based mainly on her perception of 
the item's “popularity”, and the total displayed inventory she sees in 
the market is the major determinant of her perception. As described 
earlier, a customer can indeed observe the total inventory of the "whole 
market” (i.e., of all retailers) in the type of marketplace we intend to 
model. 

In the second model, a customer will first choose the retailer based 
on the relative amounts of inventories displayed by both retailers and 
then decide on the purchase quantity based on individual inventory level 
at the chosen retailer. This demand function form applies to situations 
where the "selective effect” of inventory is the predominant factor de- 
termining a customer's consumption quantity. The individual inventory 
of the retailer chosen by the customer will limit/provide the “pool” of 
units from which she can select the ones she likes, assuming that the 
transaction cost for her to buy the same item from both retailers will be 
too high. Of course, any real-world situation or a customer's decision 
process will be much more complex than any of these two stylised models 
can capture. 

How does a customer choose from which retailer to buy? We assume. 
for both models that the split of customers between the two retailers 
is proportional to their relative inventory. The rationale here is that a 
customer would prefer to buy from a bigger pool of inventory, which is 
supported by the "selective effect" of inventory. Since displayed inven- 
tory acts as means of marketing/advertising efforts, this proportional 
market split form is also consistent with the general market share mod- 
els where the determinants correspond to advertising (Moorthy 1993, 
Section 5.1) and to any general marketing efforts (Cooper 1993, p. 262: 
Monahan 1987). In fact, Kotler (1984, p. 231) refers to such mar- 
ket split as the "Fundamental Theorem of Market Share". In contrast, 
Deneckere and Peck (1995), Dana and Spier (2000) and Dana (2000) 
envision a situation where the total (random) demand is not influenced 
by a firm's inventories (capacities), but where customers select firms so 
as to maximize their chances of obtaining the product. 

Concrete insights into duopoly equilibrium and supply chain coordi- 
nation are then obtained by assuming that each customer's demand is 
a concave power function of the displayed inventory. Specifically, for 
the first model of competition (where demand is a function of aggre- 
gate inventory), we show that there exists a unique Nash equilibrium 
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of displayed inventories for any given contract offered by the upstream 
manufacturer. As expected, two competing retailers always display more 
inventory in total than a monopolist retailer for a given manufacturer's 
contract, and thus competition would generate inefficiency at the down- 
stream of the supply chain. Surprisingly, however, the manufacturer, by 
using the price-plus-inventory-subsidy contract, can still achieve chan- 
nel coordination for this competitive supply chain! On the other hand, 
compared with the single retailer chain, coordination here will require 
the manufacturer to know and use the demand-function information. 

It turns out that the second model of competitive retailers (where 
demand is a function of individual inventory) is much more complex 
to analyze. We characterize one symmetric equilibrium solution of the 
problem. One key insight we obtain here is that, with demand function 
of individual inventory, the manufacturer cannot coordinate a compet- 
itive supply chain. As we show, for the first model, the “efficiency” of 
the supply chain depends only on the aggregate (total) displayed inven- 
tory (but not on the allocation of inventory between the two retailers), 
which the manufacturer can control through contract parameters. For 
the second model, however, supply chain efficiency depends not only on 
the aggregate inventory but also on the inventory allocation between the 
two retailers. Inventory allocation is determined through a competition 
mechanism, over which the manufacturer has no control. Specifically, for 
the second model we show that splitting inventory among two retailers 
would cause waste/inefficiency. Thus, any attempt (or contract type) to 
coordinate the channel will require the contingency of closing down one 
of the retailers. 

Although our models have been motivated by the concrete settings 
of fresh-food/farmers-markets, the model assumptions can be relevant 
to many other, if not all, retailing industries, like automobile dealer- 
ships and supermarkets. As mentioned earlier, the motivational effects 
of displayed inventory on demand/sales are widely recognized by practi- 
tioners and discussed by marketing and consumer-behavior researchers. 
Balakrishnan et al. (2000) report on stores which display huge invento- 
ries (sufficient to meet many years of demand) of items like blank video- 
tapes, clearly aiming at stimulating demand. Thus, our model analyses 
and managerial insights generated can well be relevant to the retailing 
industry in general. It is also interesting to observe that the booming 
Internet is a marketplace where all retailers are located virtually in the 
same “place”, and many ofthe Internet retailers also provide information 
on stock levels. These features actually fit well into out model settings. 

Finally, we note that our work is not the first to suggest inventory- 
holding subsidies to downstream retailers in decentralized supply chains. 
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Anupindi and Bassok (1999) use such an incentive mechanism to design 
decentralized distribution systems and to identify conditions that will 
benefit the different parties involved. Moses and Seshadri (1996) propose 
extended credit-terms, which act like holding cost subsidies. However, 
none of these studies addresses issues related to channel coordination. 

The rest of this paper is organized as follows. In Section 2, we present 
our model and analysis for a manufacturer-single-retailer supply chain, 
centralized and decentralized. Sections 3 and 4 study the manufacturer- 
competitive-retailers models with demand being a function of aggregate. 
and individual inventory, respectively. We then make some concluding 
remarks in Section 5. For the convenience of readers, all mathematical 
proofs are relegated to an Appendix. 


2. A Manufacturer and Single Retailer Supply 
Chain 


21 The Model and Centralized Control 


A single product is produced by a manufacturer and then sold to con- 
sumers through (for now) a single retailer. The marginal production 
cost and retail price are constant at c S/unit and p S/unit respectively, 
where p > c, The demand rate for the item will depend on the amount 
of inventory displayed at the retailer's shelf. Specifically, a constant 
inventory level of 7 units generates a demand of D(J) units/year. In 
general, РП) сап be assumed to be an increasing and concave function 
(Le, D'U) > 0 and DU) < 0) to reflect the motivational effect of inven- 
tory on demand and the “diminishing returns”. For technical purposes, 
we also assume that (П is continuous and twice differentiable with 
D'(0) — оо, D'(oc) — 0 and DU) > 0 for any 1 > 0. Displaying in- 
ventory at the retailer is costly. Assume that a constant inventory cost 
of h S/unit/year is charged. So the key decision here is to choose the 
displayed inventory level / to trade-off increased sales against inventory 
costs. Note that, once / is chosen, the system is assumed to keep the 
inventory at level Г all the time by continuously replenishing it. 

Now, if this supply chain is centrally owned and controlled, the objec- 
tive is to maximize the long-run average channel profit (i.e., the profit 
rate): 

Мав (1) = (p - QDQ) - hI, (тл) 
where the first term is the sales revenue net of production cost and the 
second term is the inventory holding cost. One can easily verify that 
TI°(/) is concave and thus the unique solution 7° is given by the first 
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order condition: 
D'(F)-h/(p-c) ie, 1®= D" (h/(p— в). (72) 


We next consider a decentralized system where the manufacturer, 
through contractual arrangements, wholesales the product to the retailer 
who then chooses its displayed inventory level and, hence, the demand 
rate. We consider two specific contractual arrangements: a price-only 
contract, in which the manufacturer selects only the wholesale price, and 
а price-plus-inventory-subsidy contract where a wholesale price plus an 
inventory cost subsidy are offered by the manufacturer. 


22 Price-Only Contract 


Here, the manufacturer offers the retailer a take-it-or-leave-it contract 
which specifies only a wholesale price, say, w $/unit. If the retailer takes 
the contract, she then selects a (permanent) displayed inventory level 7 
which determines the sales rate DU). For simplicity, assume that both 
the manufacturer and the retailer have ап opportunity cost of zero. So, 
as long as w is chosen such that c < ш < p, it will be a viable contract 
for both parties. In determining the inventory level, the retailer wishes 
to maximize her own profit (rate) 


Maz IV (1) = (p— w)D(I) - hi. (тз) 


The unique optimal inventory level J” for the retailer is thus given by 
О) = h/(p-w) ie, T= ЦЬ ш)) (74) 


Since DU) is a decreasing function, by simply comparing (7.4) with 
(7.2), we see that, as long as the manufacturer charges a wholesale price 
w above his marginal cost c, the inventory level [7 in а price-only con- 
tractual arrangement will always be lower than the inventory level ° 
in a centralized system. This phenomenon is essentially the “double 
marginalization” problem studied in the economics and industrial orga- 
nization literature (Spengler 1950, Cachon 1999 and Lariviere 1999). We 
assume that the manufacturer is not able to charge the retailer a fixed 
Tee. If that was feasible, then by setting w = c the manufacturer could 
coordinate the system and extract all the channel profit. 

Knowing that the retailer will choose the inventory level according to 
(7.4), the manufacturer chooses the wholesale price w so as to maximize 
his own profit: 


Maz I"(u) = (ш— с)р(1'). (7.5) 


ep 
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Example 7.1 Let D(I) = al’, 0 < b < 1. Then, D'(I) = abl”, so 
D'7 (y) = abfy 0, Thus, 


a 10-9]^ 
s) | | 


= KODAD с с}{р — w), 


П"(ш) 


We observe that the optimal value of w does not depend on h. Thus, 
whether or not the manufacturer has information about retailer's holding 
cost, the optimal wholesale price is not affected. Maximizing TI" (w) in 
this example amounts to maximizing 


[D 


Now, Аш) = (p w)/0-9 (1— = 
For c < ш < p, solving А (ш) = 0 for w, we get the unique solution 


4 
wa = PTS, 


2 


Furthermore, Al(w) > Oas w -э c and A'(w) < 0 as w — p. Thus, we 
is the unique maximizer of A(w) and, hence, of TI" (w). 


Example 7.2 Let D(J) = aln(b+1), a,b > 0. Here, D'(I) = a/(b+1), 
so Пу) = afy — b. Thus, 


mw) = (e- oen {5+ [scs -1]) 


= a(u- eina In(p- w) - In 


We then have B'(w) = а [па (p — w) -Inh — 


1 p-t 
Euge] 


B'(u) =a [- 


The optimality condition is then 


In(p ~ ш) — In(a/h). 


p-w 


So, here w does depend on h. 


For the general optimization problem of (7.5), the concavity of I” (w) 
is not guaranteed for all demand function forms D(.), To generate some 
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further insights into the uniqueness of the solution to (7.5), we note 
that there is a one-to-one correspondence between w and J — they are 
related to each other through (7.4). So, when the manufacturer chooses 
а value for w (e < ш < p), he is equivalently choosing а value for J" 
(1° > I" > 0). Thus, substituting w = p — h/D'(I"), the optimization 
problem over w in (7.5) can be written as the following optimization 
over I^; 

Мах П"(Г 


1150 


= |р АІ") - арг) (76) 


(A similar approach was employed by Lariviere and Porteus 1999). 

Taking the derivative of [I(I7), we have, 

amr. 

dir 

Now, the second term in (7.7) is always positive and decreasing and 
the first always negative. Thus, for a given demand function D(.), if the 
first term in (7.7). іе, D'(I")D(*)/[D'(")] is non-increasing, then 
the manufacturer's profit function is unimodal and, hence, the solution 
to (7.6) is unique. For the demand functions of Examples 7.1 and 72, 
one can check that this condition is always satisfied. 


= ADU") DID") [p — h/ D'U) - руг). (7.7) 


2.3 Price-Plus-Inventory-Subsidy Contract 


Suppose now that the manufacturer offers the retailer a wholesale 
price of w S/unit and an inventory holding subsidy of ѕ S/unit/year 
towards any inventory the retailer chooses to hold on shelf. The retailer's 
problem then becomes 


Mag (1) = (p - w) DU) - (h — ®)1, (78) 


and her optimal inventory level 7" is given by 

D(F) =(h-s)/(p-w)ie, 1 =D (h-s)/(p-w). (T9) 
Comparing (7.9) with (7.2), we have the following important observation: 
Proposition 7.3 For any contract (ш, в) such that 


-h(p-w)/(p-c), (7.10) 


(һ— з)/(р— ш) = А/(р с), ie, s 


we have I" = 1°. 


In other words, for any wholesale price ш, c « ш < p, offered by 
the manufacturer, if he accordingly chooses an inventory subsidy s — 
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h- h(p — w)/(p— с), then the retailer will always be induced to choose 
the centralized-system-optimal inventory level 7°, and, hence, such a 
contract coordinates the decentralized supply chain. Thus, there exists 
а continuum of (ш, s) contracts that coordinate the supply chain. 

In choosing (ш, s), the manufacturer will want to maximize his own 
profit. So, presumably, he solves the following problem: 


Max, I"(u,s) = (ш — D(F) - sf". (7.11) 
exups2o 


where J"is determined through (7.9). The first term in (7.11) is his sales 
revenue net of production cost, and the second term is her inventory 
subsidy to the retailer. 

Instead of solving (7.11) directly, the following argument (Pasternack 
1985) illustrates how the manufacturer can find his best strategy: Focus 
on the set of contracts (ш, х) which satisfy (7.10) with c € w < p. 
We know from Proposition 7.3 that any contract within this set will 
coordinate the channel and, hence, achieve the maximum channel profit. 
But, as we will show next, different contracts within this set, represented 
by different values of w, provide the retailer with a different amount of 
profit - the rest ofthe maximal channel profit will go to the manufacturer. 
As a consequence, the manufacturer needs simply to choose a value of 
w so as to allocate any amount of profit required by the retailer (so that 
she will accept the contract) and thus to extract as much profit out of 
the supply chain as he сап! Now, with s = A — A(p — w)/(p — c) and 
1 = I°, after some algebra, the retailer’s profit in (7.8) can be written as 


Ir(*) = (DU) - AI" /(p - с — w), (2) 


which is linearly decreasing in ш 
The total channel profit I*(I*) can be obtained simply by substituting 
= I° imo (7.1). We can show that 

П'(Т°)/П = (p —)/(р- o. (7.13) 
So, the proportion of the channel profit allocated to the retailer is also 
linearly decreasing їп ш. 

To summarize, a properly designed price-plus-inventory-subsidy con- 
tractual arrangement (ш, в) can achieve: 1. coordination of the supply 
chain channel; 2. any desired allocation of channel profit between the 
manufacturer and the retailer. 

Finally, we discuss the information the manufacturer will need in or- 
der to coordinate this supply chain. First, we see from (7.10) that for any 
given wholesale price, w, the manufacturer only needs the cost param- 
eters (i, p, c and Л) to determine a corresponding inventory subsidy 
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з. Неге he does not need information about the demand function D(:). 
The value of w will determine the portion/amount of channel profit allo- 
cated to the retailer. If he is only interested in the proportion allocated, 
then equation (7.13) shows that the manufacturer still does nor need the 
demand information. Only if his aim is to achieve a specific allocation. 
of absolute profits does he need this information - equation (7.12). 


24 Non-Linear Holding Costs 


We now relax the linear holding/shelf space cost assumption by con- 
sidering a general convex cost function, which is arguably more realistic 
for most retailing situations where shelf space is a limited resource. We 
derive the retailer's optimal inventory decision and discuss if and how 
the manufacturer can coordinate the supply chain. 

Assume that, when displaying / units on shelf, the retailer incurs total 
inventory cost of НО) $ per year, where НСП is a general increasing and 
convex function. For a given contract (ш, в) offered by the manufacturer, 
the retailer chooses her inventory level so as to maximize her own profit 
as follows 


MagW() = (p- w)D(U) - HQ) + sl. (7.14) 


We can easily check that [T' (1) is concave and, hence, the retailer's op- 
timal inventory level J” can be found by solving the first order condition 
which yields, 


(p — w)D'") = HP) - s. (7.15) 

When the channel is centrally controlled, the optimal inventory level 

I° is determined by solving problem (7.14) with w = cand s = 0. That 
is, 


(p - руі) = ar). 

In a decentralized setting, a (ш, в) contract offered by the manufac- 
turer will coordinate the channel if and only if it induces the retailer to 
choose the system-optimal inventory 7°, Such channel coordinating con- 
tracts can be characterized by (7.15). That is, for any given wholesale 
price w, the corresponding inventory-subsidy s is determined by 

s= (p- w)D'(*) - Н'(1°). 
Note that the manufacturer will have to possess information about the 
retailer's demand function (as well as her holding cost function) in order 
to offer а coordinating contract. In а sharp contrast, he does nor need 
to know the demand function when the retailer's holding cost is linear, 
as shown in (7.10) 
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3. Two Competitive Retailers with Demand а 
Function of Aggregate Inventory 


Here a manufacturer faces two competitive retailers (RI and R2) who 
share a market with a constant selling price p. (We do not model the 
creation of this price in the duopolistic market since our focus is on the 
effect of stock levels on demand.) The total demand will depend on their 
aggregate inventory, i.e., D(I, + I2), where I; and Jz are the inventory 
stocking levels of RI and R2 respectively. The two retailers compete for 
this total demand based on their inventory levels. Say, RI secures a por- 
tion A(/5, I2) of D( + I2), where the fraction A(I;, Г) is а function of 
J; and Jp.’ So, R2 has the rest,.e., 1- A(Iy, Б) of (А +12). A(h, Io) is 
increasing in J, and decreasing in J, capturing the shelf space-exposure 
competition between the retailers. This should be contrasted with split 
ting rules of the type analyzed by Lippman and McCardle (1997, Section 
2), which are independent of the retailers’ actions. 

The manufacturer offers both retailers an identical price-plus-invento- 
ry-subsidy contract (i, з). Then, each retailer chooses her own inventory 
stocking level so as to maximize her own profit, knowing her profit also 
depends on the other retailer's action. Thus, their decisions affect each 
other's. That is, 


Morth(h,h) = (p—w)A(h,t2)D(h +b) 


(hu —s)h, for Ri; (7.16) 
MegIh(hh) = (p— ш)[1 — ACh, 2)|D(h + 12) 
(hia — 9), for R2, (тлт) 


where A; and hg are the inventory holding costs for RI and R2, respec- 
tively 

Before analyzing the behavior of the two competitive retailers, we 
want to comment on a scenario where the two retailers (but not the 
manufacturer) are centrally controlled, so as to maximize the total profit 
Tl; (I, А) + (J), 2) by choosing fy and Jy jointly. This centralized 
scenario is of interest on its own right. Also, the results obtained 
here will provide interesting insights into our later analysis of competi- 
tive/decentralized retailers. From (7.16) and (7.17), we have that 


Thi (Ai, 12) + I(T, I) = (p — w)D(N + 1) - (и — s) — (ha – 8). 


Note that J; and 7z appear here in the first term (i.e., total revenue net 
of wholesale costs) in an aggregate form, i.e., J, + Jp, but they appear 
separately in the holding cost terms. Thus, without loss of generality, if 
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RI has a lower holding cost (i.e. hy < A), the best centralized decision 
will be to stock only at RI, and the optimal quantity will thus be the 
same as when RI alone owns the whole market. Furthermore, we have 
that if the two retailers are identical (i.e. hy = hg) and are centrally 
controlled, their total profit [y(J1, 12) + a(h, I2) will depend only on 
their total inventory level 7 + Ip (i-e. it does not matter how any given 
total inventory is allocated between the retailers). The optimal total 
inventory will be the same as when one of the retailers is the only one 
operating on the given marketplace. 

Let us now return to the competitive retailers setting. For this sup- 
ply chain, we are interested in the following questions: For any given 
manufacturer contract (ш, s), what are the retailers’ equilibrium inven- 
tory decisions and their properties? Is the equilibrium unique? Can this 
two-parameter contractual arrangement coordinate the supply chain? 

The general problem in (7.16) and (7.17) is too complex to analyze 
To gain some concrete insights, we will consider the specific demand 
function of example 7.1: 

D(h +h) =a(h + b)',a > 0,1» b» 0. 
Such form of inventory-level-dependence was previously used (in a sin- 
gle retailer case) by Wang (1992) and Parlar et al. (1994). Note that 
jdDU)/4T/[D(D)/I| , the demand's inventory-elasticity, equals b. Sec- 
ond, we will use the proportional demand allocation model, which was 
motivated in the Introduction. That is, 


A(h,b) = h/(h +b), and so 1— A(h, 15) = Һ/(1 +1»). 


Finally, we consider the case of two identical retailers; so we let № 
ha = h, With these specifications, problem (7.16) - (7.17) now reduces 
to 


(p- v) h/(h +b) а +b) 
-(h—s)h, for Rl; (7.18) 
(p-w)-b/(h+h)-a(h + hy 
—(h — з), for R2. (7.19) 


The following theorem characterizes the competitive equilibrium for the 
game defined by (7.18)-(7.19): 


машаа) 


" 


Mags, h) 


Theorem 74 The unique Nash equilibrium for each of the two retailers 
is to stock 


I" = [ат оаа). (7.20) 
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At the equilibrium, the system-wide inventory of both retailers will 

be 
2I" = [a(1-- b)(p — w)/2(h – s) / 079. (7.21) 


Now, had one of the retailers occupied the entire market (and faced the 
same manufacturer contract), her optimal inventory would have been 
(specializing (7.9) to our particular demand function): 

17 = [ab(p — w)/(h — s) Y0 (7.22) 


Comparing this with (7.21), since оо > (1 +6}/2b > 1for 0 < b < 1,we 
have 2[ > I". That is, 


Corollary 7.5 For any given manufacturer contract (w,s), the total 
inventory displayed by two competitive retailers is always higher than 
that of а single retailer (or two centrally controlled retailers). Thus, 
competition generates inefficiency at the retail stage of the supply chain. 


Corollary 7.5 assumes that the prices in the monopolistic and duopolis. 
tic markets, which are not modelled, will be equal. In practice, the latter 
is likely to be lower due to competition. It is easy to check that in order 
for the Corollary’s conclusion to be reversed it will have to be lower than 
w + 20(p — w)/(1 + b), where p is the monopoly price. 

The inventory displayed by one of the competitive retailers (I^) can 
be higher or lower than that of a single retailer (J), depending on the 
value of the inventory elasticity parameter b, Note that the conclusions 
here also hold for a price-only contract, since that is merely а (ш, в) 
contract specialized to s = 0) 

Can a (w,s) contractual arrangement coordinate this manufacturer- 
competitive retailers supply chain? The answer is yes! To see this we 
only need to show that such a contract can bring the two retailers to 
choose the centralized or system-optimal inventory levels. But, from 
Proposition 7.6, we know that the rotal inventory of two retailers (inde- 
pendent of inventory allocation between them) maximizing the system- 
wide performance will be the same as that maximizing the performance. 
of a system with a single retailer. Thus, to achieve channel coordina- 
tion, one only needs to design (w, s) such that the decentralized total 
inventory given in (7.21) be equal to the centralized optimal inventory, 
which can be derived from (7.2) for asingle retailer system (specializing 
to our specific demand function) as 


T° = [ab(p — c)/n] 0-9 (7.23) 


Thus, one can easily show, 
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Proposition 7.6. If (w, s)is offered such that 
h - (1+ b)(p— ш)һ/2Мр- с), (7.24) 


then 21% 


In light of Corollary 7.5, this coordinating property of a (ш, s) con- 
tract is particularly valuable: it can actually eliminate the inefficiency 
generated by the presence of competing retailers within the supply chain! 

When coordination is achieved, each retailer's inventory is IN’ = 1°/2. 
Substituting (7.24) into either (7.18) or (7.19), we can show that the 
retailers’ profits will be 


Ih = П = [a(1°)*/2 — (1 + b)hl°/4b(p — с)](р — ш). (7.25) 


Thus, again, not only can a (w, s) contract coordinate the supply chain, 
but it can also achieve, by varying w, any desired allocation of the total 
channel profit between the manufacturer and the retailers. 

In concluding this section, we compare the (ш, з) coordination mech- 
anisms for a single retailer to that for two competitive retailers. First, 
ме see from (7.10) that in the single retailer case the manufacturer does 
not need to know anything about the demand function D(-) in order to 
design a coordinating contract, assuming profit allocation is not a con- 
cern. In a sharp contrast, to coordinate a supply chain with competing 
retailers, he does need to know the demand pattern, captured via the 
parameter b as shown in (7.24). Second, for a given wholesale price w, 
the two-retailer supply chain needs a smaller inventory subsidy s to be 
coordinated than the single retailer chain does. (With (1 + D)/20 > 1 
this can be seen by a direct comparison of (7.10) with (7.24).) This 
second point is not surprising since we know from Corollary 7.5 that 
two competing retailers will always hold more inventory with the same 
(ш, в) contract. This observation seems to suggest that as the number 
of retailers grows the optimal subsidy declines. Future research needs to 
explore that behavior, and in particular whether the subsidy declines to 
zero as the number of retailers grows to infinity. 


4. Two Competing Retailers with Demand a 
Function of Individual Inventory 


In this section we model a situation where a customer chooses be- 
tween RI and R2 based on their relative displayed-inventory levels, but 
her demand quantity then depends solely on the inventory of the cho- 
sen retailer. Specifically, the competition process of the two retailers 
can be thought of as follows: When their displayed inventories are 1, 
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and J units respectively, a portion A(I;, Jp) of the total № customers 
will choose R1, each with a demand quantity of D(I1), and the remain- 
ing portion 1-A(/1, [2) of the N customers will choose R2, each with a 
demand quantity of D(I,) 

With a manufacturer's (w,s)-type contract and inventory holding 
costs of fi; and һә respectively, the retailers face the following decisions: 


Мап, А) = (рта) Ath, а) N- Dh) 


-(hi = s): А, for Rl; (7.26) 
Марпа.) = (p-w)-[t- AQ £)] N - DU) 
(№ — s): Ia, for R2. (7.27) 


Consider the case where A(I, 2) = /( + А), N = a, D(I) = I 
with 0 < b < 1, and hy = hy = h (i.e., identical retailers). Then, 
(7.26)-(7:27) reduce to 


Maglh(.h) = (p-w):h/(h +h) :a-1} 


—(h—s)-h, for Rl; (7.28) 
Мато.) = (p-w):h/(h + 0) а: 
—(һ— s): 2, for R2. (7.29) 


We note that here the two retailers essentially face the same market (i.e., 
the same a customers) as that in (7.18)-(7.19). The difference is that a 
customer who chooses, say, R1 will here contribute a demand of [5 while 
in (7.18)-(7.19) it was (I; + J2)*. Thus the total demands are different 
in the two scenarios even when the inventory levels are the same. 

It turns out that problem (7.28)-(7.29) is much more complex to an- 
alyze than problem (7.18)-(7.19). Instead of trying to fully characterize 
the response curves and equilibrium point(s), in the following we simply 
identity one specific equilibrium — the symmetric equilibrium, where the 
two retailers display the same amount of inventory. Intuitively, since the 
two retailers are identical, the most likely equilibrium, if any, should be 
symmetri 

From (7.28), a symmetric equilibrium, if any, can be found by sub- 

stituting fy = fy = IV into 


щл, 5)/0h = Fi (l, 12) 
абр = ш) л + (1 +)}Ь]/(1 + by (h= 8 
and solving for J", We thus obtain the unique solution 


IY = [a1 + 20)(p = w)/4( — sO), (7.31) 


o (7.30) 
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The next Theorem states that, if b < 0.5, Д = Iz = I is indeed an 
equilibrium point 


Theorem 77 (IN, Г) constitutes a Nash equilibrium point of (7.28)- 
(729) if b < 05. 
Now, suppose that the two retailers are centrally controlled, so as to 


maximize their total profit by choosing jointly how much inventory each 
should stock (ie.. J, and Ja). We have the following result, 


Proposition 7.8 If the two retailers are centrally controlled, then, for 
any given total inventory, the best policy is to stock at only one of the 
retailers (and, hence, to close down the other). 


The intuition here is as follows. Since each customer's demand depends 
(increases) only on (in) the size of ONE pile, and as the total number of 
customers is constant in this model, then for any given total inventory, 
stocking all of it at one location will induce more demand than splitting 
it into two piles. While the demand function itself is concave, the profit 
function it gives rise to is convex (see proof in Appendix) and hence the 
boundary solution. 

Can the manufacturer coordinate such a supply chain? It depends on 
how the retail stage operates. If the two retail locations are centrally 
controlled, Proposition 7.8 shows that one should close down one of the 
locations, and, thus, the retail stage acts just like the single-retailer. 
Then, as we have showed earlier, a (ш, s) contractual arrangement of- 
fered by the manufacturer can coordinate the supply chain. But, when 
two retail locations co-exist through competition, Proposition 7.8 states 
that inefficiency/waste will occur within the retail stage. As a result, 
with а (ш, s) contract arrangement, the manufacturer will not be able 
to coordinate the supply chain. Any attempt of coordination here must 
have, among other arrangements, the contingency of physically pooling 
inventory. In contrast, as we have shown in Section 3, supply chain co- 
ordination can be achieved with two competing retailers when customer 
demand depends on the "aggregate" inventory of both retailers. The 
fundamental difference is that there the allocation of inventory between. 
the retailers does not in itself cause inefficiency. 


5. Concluding Remarks 


As argued by Moorthy (1993, p.182), “The ... interesting issues in 
channel competition arise from the effect of downstream (retail) compe- 
tition on relations between the manufacturer and the retailers...”. Our 
model indeed attempted to capture such interactions within a concrete. 
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setting. We did so (in the analysis of two competitive retailers) by view- 
ing the system as that of a Stackleberg leader (the manufacturer) who 
considers the effect of its actions on the resulting Nash equilibrium of 
the competing retailers (for a similar modelling philosophy, see Gerchak 
and Wang 2000). 

While our work was motivated and presented through demand’s shelf 
space (or inventory displayed) dependence, the model is, in fact, rather 
general; / could correspond to any marketing effort. As such, our model 
can be viewed as a marketing problem as well as an operations problem. 
As pointed out, some components of our model — notably the demand 
split ratios — are often used by marketing researchers. The coordination 
ies and mechanism we addressed, however, seem new or different than 
models explored in the marketing literature 

Future research could deal with more general market-share models. 
For example, with т competing retailers, when each retailer j allocates 
shelf space J,, retailer j has a market share of a;I;/ Y) а, where the 


coefficient о represent retailers. i's relative effectiveness of shelf space 
utilization in attracting demand (e.g... Cooper 1993). Another would be 
Dy. 

Our models took retail price as given. A more general setting will 
have a demand which depends on price as well as inventory, and where 
price is a decision variable. In the duopolistic setüng, that may call 
for a Berirand-type approach. Since the prices will then depend on the 
type of market, the relations among the optimal inventory levels will be 
affected 

Our current models assumed a setting with complete information 
(though in the single-retailer setting the manufacturer did not always 
need to know the demand function and holding costs experienced by 
the retailer). A natural extension is to consider various scenarios where 
either the retailers or the manufacturer have some private information 
regarding costs or demand parameters. For recent work, see Ha (1998), 
Corbett and Tang (1999), Cachon and Lariviere (1999) and references 
therein 

Another extension to the current models is to consider stochastic de- 
mand which is influenced by inventory/shelf space. In a periodic review 
setting, Gerchak and Wang (1994) studied such models for centralized 
systems. Interesting issues of channel coordination might arise if one 
considers decentralized decisions with competition in such settings. 
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Appendix 


Proof of Theorem 7.4: We note first that Anupindi et al. (1999, Theorem 4.1) 
provide two sufficient conditions for the existence and uniqueness of symmetric equi- 
librium. Unfortunately, we found that our model can not satisfy their second co 
tion when b < 0.5. Now, to find the Nash Equilibrium, we will first characterize ЕГУ 
reaction funcion denoted by F,(Ji, Ja); R2 will have an identical reaction function. 
Prom (7.18), it follows after some algebra that 


pran п) а- мут -(h-)-0 (тд) 
m 
Uh) _ bh +2 
Тат = 0-00-90 ғ ыы 


So, Tl (Ia, 2)is concave in. Лава, thus, (7.А 1) indeed defines the reaction fun 
The following lemma partially characterizes the shape of (Л, 12); see 
TAL 


Lemma A.1: In the (Is, 12) plane: 


D Fi (Is, 1)раззек through the following four points: 
Pi: ар — w)/(h — 2)] 9; 1, =0 


P2 h= abp- шуа БДВ) VOM; 


луд = (1-5) ара) -6th - s) VOY 
P3: a(l + p= uj?" = o) VP 
PA: (ар — w)/(h – s) 0-9 
2) The horizontal coordinate [5 of P4 is longer than the vertical coordinate I of 
т. 


3) Fs o) is increasing from PI 10 P2, and is decreasing from P2 to РЧ. 


Proof of Lemma A.1: 
Part 1) For P1, substituti 
Fi(Is, Ia) with the line J, 


Jy = Q into (7-A.1), we find J), P2 is the intersection of 
Лаа — b); s0, together with (7.A. D) we can find J, and 
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һ 


м h 


Figure 7.4.1. Tho Reaction Curve of Retailer 1 


ль. For P3 and P4, using (7.A.1) together with Jy = Га and fy = Qrespectively, we 
can verify their coordinates as well 

Part 2) Since 0 < b< 1, the result can be verified immediately 

Part 3) By implicit differentia сап show from (7.4.1) that 


“dh DEZ 


А P2, we have fy = Jof (1 — 0). Now, from Pl to P2, we have T; > Io/(1 — b) and, 
hence, dia ()/dfa > 0 which indicates that Fi (s, Jis increasing. But, from P2 to 
P4, we know that Jy < /a/(1 — b), and so dhh (1a)/dIz > 0, and thus Fi (Is, Io) must 
be decreasing 

End of Proof for Lemma 1. 


With our characterization of the reaction function, we are ready to identity the 
Nash equilibrium point, If we place the reaction fonction Fa, I] ef R2 on the same 
(I, I3) plane with Fi (1, Ia) they will be symmetric across the line J; = Jy since the 
{wo retailers are identical; se Figure 7.A.2. Thus, we immediately identify point P3, 
where ЕЩ, fa) and (f, I) intersect, as one Nash equilibrium. To complete the 
proof of Theorem 7.4, we next show that РЗ is the unique equilibrium point 


For any given value of Ја, let (Id, 7a) and (72, I2) be the corresponding points on 
Fi(h, D) and Роз, Lo respectively: see Figure 7.A.2. We need to show that J} 2 1? 
except at point P3, that is, Fi (fı, Д) and РП, Ia) о not intersect other than at 
P3. 

Now, (If, Ia atiis (7.A.1), so we have 


bi} + Ia 


TEE (7.42) 
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d 


ip b" pa А 


Figure 7.A.2, ‘The Unique Nash Equilibrium Point 


Similarly, byderiving АСА, 2) from (7.19) and then substituting (1f, fa), we have 


tbh 


TTA a С 


uj 
We next show that, except for P3, the segment P4'-P2 of F(],, 74) does not 
imersect with segment PL-P3 of Fi (Ih. I) ie. Т} # 1. (That P3-PA of АЛ.) 
does not intersect with P3-PI* of (Jy а) will then follow immediately from the 
symmetry of Fi (f fa) and (А, 2).) Note that on PI-P3 of F (h, 12), we have 


H> h (A4) 
Now, suppose that 7} = [?. Then, from (7.4 2) and (7.4.3), we must have 


f= =~) > = 


bh +h=R+bh 01-8 
which contradicts (7A 4)! 


Proof of Theorem 77: We need to show that if R2 chooses fy = ГУ, the best 
choice for RI is 7, = IV as well, that is, Il, (L7, 1") > Il (Jj, I^) forall f, > 0. To 
that end, we will show that IL (1, I^), starting at [1 (0,77) = 0, has an "S" shape, 
and it reaches its maximum at Jı = ^; see Figure 7.A.3. 

"The "S" shape of [I,(/j I^) can be shown by studying its derivative function 
OTL, (5, Г) ӘЛ, = Fi(h, I^). From (7.30), we have, 


но) = ащы 


= р-у: васит нит ШҮ 
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Tit") 


Figure 74.3. The Symmetric Equilibrium (I, I") 


Now, since its numerator, namely, —Ы1 — 6)? — 1 — у” (1-1) (I* is 
strictly decreasing, РУД, ГА will start positive and then become and remain nega 
tive, which implies that Ауру, 7%) itself will initially be increasing and then become 
decreasing (ie. it is unimodal). Furthermore, we can check from (7.A.5) that 


FAN 1") = 20 — 264) <0, if b< V2/2, 


which implies that I, = J" is at the decreasing portion of (J, ГУ}. This, combined 
with FL (I^, I) = 0, indicates that Fi (Jj, I7), starting at F,(0,1") — (h — s) < 0, 
increases to a positive value at some point before [, = 7" and then decreases to zero 
at [, = 1%, and stay negative after. [у = [". Thus, we have showed that Thi (7, I9) 
has the "S" shape. 


Now, to have (15,1%) > M(H, I") forall f > 0 and b < 0.5, we only need. 
TRA, 1") > 0 for b < (,5, which’ сай be demonstrated simply by substituting 
T; = h = I" into (7.28). This completes the proof. 


Proof of Proposition 78: From (728) and (7.29), we can show that the total 
profit of the two retailers is 


1 hpn 
түр!" +B) (h= )d +h). 


Ih(h,h)+h{h, h) = afp- w 


For any given total inventory, say b units, substituting fy + fz = k and o = k — h 
into the above equation, we have 


Is) + alfa) = alp - a) I + (= 1) 1 = (8 = s) 


Thus, itis easy to show that in order to maximize the total profit, the optimal solution 
isto set Л, to be either zero (i.e., to stock only at R2) or К (i.e, to stock only at RI). 
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Abstract А number of retail firms use a “private-label” strategy in which mer 
chandise is sold under a brand name exclusive to the retail firm, but 
manufactured by one or more independent vendors. While offering а 
number of benefits, this approach also poses a different set of supply 
chain challenges than manufacturer-brand-based retailing, in that the 
retail firm must take a more active role in organizing and coordinating 
the planning and materials management activities in a supply base that 
is often dispersed and heterogenous. 


ue 


1. Geunes et al. (eds 
Supply Chain Management: Models, Applications, and Research Directions, 163-198. 
(© 2002 Kluwer Academic Publishers. Printed in the Netherlands 


164 SUPPLY CHAIN MANAGEMENT 


This chapter describes а methodology for planning capacity commit- 
ments, scheduling shipments, and managing inventory for an assortment 
of private-label retail merchandise produced by multiple vendors. The 
vendors differ in their lead time requirements, costs, and production 
flexibility. Product demand is uncertain, and fluctuates over time. We 
develop an optimization model to choose the production commitments 
that maximize the retailer's expected gross profit, given market demand 
forecasts and vendors’ capacity and flexibility constraints. The model 
has been incorporated into a PC-based decision support system called 
the Sourcing Allocation Manager (SAM). This was developed in col- 
laboration with supply chain planners at a global retailer of seasonal 
and fashion merchandise, and has been tested by buyers at two major 
retailers 


Keywords: Sourcing Strategy, Retailing, Capacity Planning, Multi-item Inventory 
Planning 


1. Introduction 


A number of retail firms use a “private-label” strategy in which mer- 
chandise is sold under a brand name exclusive to the retail firm, but 
manufactured by one or more independent vendors. This practice can 
allow a retailer to avoid the premium charged by brand-name vendors, 
fill gaps in its product assortment, exercise greater control over product 
attributes, gain leverage in the manufacturer-retailer balance of power, 
and convert product brand loyalty to store loyalty. For well-received 
products, there are additional benefits to be enjoyed from being the ex- 
clusive seller. However, this also poses a different set of supply chain 
challenges than manufacturer-brand-based retailing, in that the retail 
firm must take а more active role in organizing and coordinating the 
planning and materials management activities in a supply base that is 
often dispersed and heterogenous’. As a result, some such retail firms 
have become increasingly interested in tools and techniques for effective 
supply chain management and design. This is the case with the retailer 
(a multinational firm with several billion dollars of annual revenue from 
private-label sales) that approached us with the business problem moti- 
vating the research described here. 


Трпушел1аБейт poses a number of marketing challenges as well. The retailer takes sole 
responsibility for brand management tasks such as advertising and creating store displays, 
ml foregoes manufacturer-sponsored provisions that mitigate market risks, such as relurm 
privileges and price protection. Our intent is not to address the question of when a retailer 
Should use private-label, but to provide guidance on supply chain planning when this strategy 
is pursued. 
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We consider the problem of how to optimally plan and execute the 
sourcing of seasonal and fashion private-label merchandise carried by 
department stores and specialty retailers. For a given selling season, 
the sourcing decisions, typically made by the retail buyer responsible for 
department, include the following components: (1) 
purchases of raw materials (e.g. fabric) for use by vendors, (2) sup- 
ply contracts and production commitments with vendors, (3) a weekly 
plan for sales, shipments, and inventory, and (4) adjustments based on 
subsequent market information. This research develops a formal plan- 
ning methodology for this decision problem that accommodates multiple 
products and multiple suppliers, and explicitly accounts for demand un- 
certainty and adjustments to the plan during the season. The resulting 
optimization model has been embedded within a PC-based decision sup- 
port system named the Sourcing Allocation Manager (SAM) 

А more theory-oriented treatment of this modeling research is pre- 
sented in Agrawal et al. (2001). Parts of that document describing the 
model formulation are included here for the reader's convenience, but 
those who are interested in such a perspective and an extensive numer- 
ical case study should refer to that paper. This chapter focuses on the 
software implementation and how the business environment influenced 
the design of the graphical user interface. 


‘The Business Setting 
Many of the challenges of this application are due to attributes of the 
demand patterns and the supply base, and how they interact. Demand 
in this environment typically fluctuates sharply throughout the year. 
‘This is exemplified by the data in Figure 8.1, which illustrates recent 
sales for a men’s casual slacks product. 

This type of demand becomes most challenging when production са- 
pacity is constrained, which is commonly the case in this industry 
Specifically, demand during the peak Fall ("Back to School”) and Christ- 
mas seasons typically exceeds available manufacturing capacity, while 
surplus capacity tends to exist during the Spring and Summer. Produc- 
ing in advance of peak periods improves the ability to meet demand, but 
creates inventory buildup arid requires that commitments to production 
and fabric purchases be made under greater uncertainty 

Sourcing strategies must also reflect the performance capabilities of 
the supply base. In most cases there are a variety of possible vendors 
that differ in costs, lead times, and flexibility of production. Vendors 
with the lowest cost generally offer virtually no flexibility with respect to 
capacity commitments. These vendors tend to have long lead times for 
booking capacity (e.g. nine months), shipment times of several weeks, 
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and often require that the total production be allocated relatively evenly 
throughout the year. More responsive vendors may have shorter lead 
times and allow greater flexibility vis-a-vis production commitments. 
Additionally, different vendors may be willing to store limited amounts 
of finished product prior to delivery for a fee. 

Retailers tend to leverage a portfolio of such vendors, resulting in 
supply chains such as that shown in Figure 8.2. The portfolio approach 
enables strategies such as exploiting lower cost production for the more 
predictable segment of demand, while sourcing the more speculative seg- 
ment via the more flexible, but more costly, vendors. Operationalizing 
this strategy in a multi-product, multi-vendor setting is nontrivial, and 
is further complicated by many production and logistical constraints de- 
scribed later. This was our retail collaborator's motivation in sponsoring 
this project. In fact, our methodology is unique in its focus on designing 
contracts with a portfolio of vendors that simultaneously exploits the 
comparative advantages of each, as opposed to selecting a single most 
desirable vendor. 


Research Contribution 
Relative to previous academic research detailed in Section 2, our for- 


"since the retailer providing this data aspires to and usually achieves very 


this product, the difference between sales and demand is insignificant 
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mulation of the multi-vendor sourcing problem is novel in representing 
the complex constraints and changing states of information under which 
different sourcing commitments must be made. We address numerous 
issues associated with the design of the supply chain, and provide in 
sight into a universal question in sourcing: how to balance unit costs 
versus supplier attributes such as flexibility. Overall, our model builds 
on the key aspects of the literature described in Section 2, incorporat- 
ing seasonal patterns in demand and detailed production and logistical 
constraints in a stochastic demand environment with forecast updating, 
While subsets of these issues have been treated previously, we believe 
our formulation to be unique in addressing all of them simultaneously 
Our formulation evolved in close collaboration with retail practition- 
ers, whose involvement occurred at two different levels. A committee 
of senior executives from different firms regularly reviewed our assump- 
tions and problem framing to ensure the broad applicability of our model 
to a variety of retail settings. However, the specifics were developed in 
collaboration with executives and buyers at a particular retailer, who 
confirmed that our level of detail captures the key complexities faced by 
retail planners. Their help was especially useful in identifying the cost 
tradeoffs and constraints most important for sensitivity analysis, lead- 
ing to variable and constraint modifications that allowed discovery and 
presentation of the most critical shadow prices. Furthermore, feedback 
from these buyers and planners was instrumental in the incorporation 
of our model into a decision support software package with a graphical 
user interface. Given the depth and breadth of the practitioners’ par- 
ticipation, we believe this model to be widely applicable to retail firms 
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that manage the sourcing and production of private-label merchandise, 
and to certain nonretail firms as well. 


Organization of This Chapter 

The remainder of this chapter is organized as follows. Section 2 reviews 
the relevant literature. Section 3 details the mathematical formulation of 
the optimization model, discussing in depth the assumptions we made to 
capture the salient features of the particular retail environment. Section 
4 describes the decision support software, the business issues motivat- 
ing the design features of the user interface, and summarizes our retail 
collaborator's experiences with the software, and Section 5 concludes 


2. Literature Review 


The use of formal decision models in aggregate production planning 
has a long tradition, and has been the subject of hundreds of academic 
studies. See Silver and Peterson (1985) for a textbook treatment and 
some historical background. A review of the academic literature is pro- 
vided in Nam and Logendran (1992), and a survey of the usage of such 
models in practice is provided in Buxey (1993) and Buxey (1995). The 
predominant optimization approach is based on linear programming 
(LP), which allows for non-stationary but deterministic demand, and 
can handle large numbers of products simultaneously. Forecast uncer- 
tainty and information updating are usually dealt with only in an in 
direct fashion, by using a rolling-horizon implementation of a snapshot 
deterministic solution (the formal term for this is “Open-Loop Feedback 
Control”, cf. Bertsekas (1976)), and also perhaps through the specifi- 
cation of safety stock levels, usually exogenously (e.g., Guerrero et al 
(1986), Gunther (1982), Heath and Jackson (1994), Miller (1979). 

More direct treatment of demand uncertainty is called for in the re- 
tail setting, especially where hard-to-forecast fashion or style goods are 
involved. This can be provided by newsvendor-style models, but at the 
expense of sacrificing the dimensionality and detailed constraint struc- 
ture that can be supported by LP formulations. In this type of approach, 
the entire selling season for a product is summarized as a small num- 
ber (possibly one or two) of random variables with known joint proba- 
bilities. This allows analytic incorporation of forecast uncertainty into 
production planning (e.g., Crowston et al. (1973), Hartung (1973), Haus- 
man and Peterson (1972), Murray and Silver (1966), Ravindran (1972), 
Wadsworth (1959), and more recently Brown and Lee, Donohue (2000), 
Eppen and Iyer (1997), Fisher and Raman (1996)), albeit in stylized 
ways. Various approaches to obtaining the probability distributions of 
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these demand random variables, especially for fashion products, are pro- 
posed by Chang and Fyffe (1971), Hausman and Sides (1973), Hertz and 
Schaffir (1960), Riggs (1984), Riter (1967), and Wolfe (1968). 

The efforts closest in spirit to our work are Bitran et al. (1986), Eppen 
et al. (1989), Kira et al. (1997), and Мише et al. (1991). The first 
three are based on mathematical programming, while the fourth takes a 
simulation approach. We discuss them briefly below. 

In Bitran et al. (1986), the authors perform multi-period production 
planning for families of consumer electronics products which in turn con- 
sist of specific items. Setup costs for switchovers between families are 
such that each family will be run only once during the season, while 
switchovers between items within a family are assumed costless. De- 
mand occurs in the last period, and estimates of this demand are re- 
vised each period. Demands for all items are assumed to be normally 
distributed, and the standard deviation of forecast error at each time 
period is known, given by an arbitrary, decreasing sequence of numbers 
which must be provided as data. The updated forecasts at each period 
also follow a joint normal distribution, with a known covariance matrix. 
The exact problem is a difficult-to-solve, stochastic mixed-integer pro- 
gram, for which the authors develop a deterministic mixed-integer ap- 
proximation. While both their model and ours consider multi-product 
planning with forecast updates, the respective areas of emphasis differ. 
Whereas they take production capacity as given and then determine how 
to schedule the production of a variety of items, we consider as decision 
variables the capacities to be reserved with a variety of vendors at dif- 
ferent points in time. They model the operations within a single factory 
at a greater level of detail, whereas our scope spans multiple vendors" 
factories as well as the retailer's distribution center, and includes the 
scheduling of shipments from the former to the latter. Their representa- 
tion of item demand is more general but also data-intensive. We pursue 
a discrete simplification of forecast dynamics as part of an overall strat- 
egy of retaining a basic LP structure that allows an exact solution in 
real time. 

In Eppen et al. (1989) a model is developed for General Motors to. 
in making decisions about capacity for several lines of automobiles pro- 
duced in multiple factories. A general sequence of events is considered 
in each of five years: (1) the available capacity is configured in terms 
of tooling the production lines for specific products, (2) demand occurs, 
and (3) a production plan is implemented that attempts to meet the 
demand given the capacity configuration. Demand uncertainty is repre- 
sented by defining three different "scenarios" for each year that specify 
the demand and price for individual products. Scenario probabilities are 
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assigned, and are assumed to be independent from year to year. The re- 
sulting optimization problem is a mixed-integer program that maps out 
individual sample paths of all possible scenario combinations. This sce- 
mario approach is similar to our representation of demand uncertainty. 
However, our production decisions are based on imperfect demand sig- 
nals, while theirs assume that all uncertainty has been resolved. Further, 
‘our notions of capacity are slightly different. Their optimal capacity con- 
figuration is selected from a discrete number of predefined possibilities, 
hence the integer variable structure. Ours is chosen from a simplex re- 
gion defined by a variety of constraints that explicitly represent features 
of the business relationship between the retailer and each vendor. 

In Kira et al. (1997), the authors use a probability structure si 
ilar to that in Eppen et al. (1989), with a single-factory production 
environment that is much simpler than ours. Capacity planning is not 
treated, and the nuances of managing a supply chain composed of mul- 
tiple, independently-managed physical nodes are not incorporated into 
their formulation. 

In Мише et al. (1991) a software application called “The Sourcing 
Simulator" is described, which was developed by researchers at North 
Carolina State University in concert with the Textile/Clothing Tech- 
nology Corporation and the American Textile Partnership-Demand Ac- 
tivated Manufacturing Architecture (AM-TEX-DAMA) project. This 
treats the same industry setting as we do, and makes many similar 
assumptions in addressing the question of how the replenishment fre- 
quency and lead time of a vendor affects a retailer’s performance. This 
purely descriptive simulation approach allows a detailed representation 
of certain aspects of the setting, especially in the range of allowable 
replenishment strategies and consumer behavior. However, because it 
assumes single-sourcing (with the single vendor abstracted as simply а 
lead time and reorder frequency), it cannot simultaneously allocate pro- 
duction across a portfolio of time-phased vendors. Like the three models 
described previously, the scope of this formulation is largely confined to 
a single firm. Nevertheless, various studies based on this model (Hunter 
et al. (1992), Hunter et al. (1996) and King and Hunter (1996)) have 
validated the importance of the ability to react to improved demand 
information, which is a key rationale for the sourcing strategies that we 
model. 


3. Model Specification 


This section outlines the mathematical formulation of the planning 
problem faced by a retailer leveraging a portfolio of time-phased ven- 
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dors. Our discussion uses the language of apparel retailing because thi 
is our sponsor firm's primary line of business. However, we believe our 
underlying methodology to be broadly applicable to other product set- 
tings. 


3.1 Timeline of Events and Information 
Assumptions 


In chronological order, the critical time points for the retailer's se- 
quential decision problem for a specified “selling season” are as follows: 


to= time at which initial vendor commitments and fabric purchases" 
are made 


second time at which commitments to vendors are made, for those 
vendors allowing capacity decisions to be deferred to this time? 


beginning of selling season 


ty = end of selling season, when actual demand becomes known. 


We assume that our model analysis is performed at some time at 
or before { for a selling season that spans the horizon (t,tp), The 
retail planner's information regarding demand evolves continuously over 
time, shaped by economic forecasts, new fashion and color trends, and 
observed sales results for similar products. However, for our formulation 
it is only necessary to define the possible states of information at the 
specific points in time at which decisions are made. Evaluation of the 
expected profit also requires knowledge of the actual demand information 
at time tj. To represent the evolving demand information, we define the 
following random variables': 


This 
through January) or the Spring 
some retailers use four or more sh 
45 short as 8 weeks. 

Im many cases the fabric is purchased by the retailer and shipped to vendors for cutting and 
sewing. This provides control of raw material quality and leverages the buying power that a 
major retailer enjoys. 

‘Our discussions with the retailer's production planning managers indicated that two decision 
points (times tp and tj) are adequate for atypical apparel planning decision process. However, 
the formulation сап easily be extended to include more decision points by simply adding more 
yariables to the model 
"or example, we have assumed that the initial demand information for any product at time 
tp is deterministic, i-e., Xo has only one possible value. At time fy, the demand information 
demand has three posible values based on what has been observed since to: High, Medium, 
‘or Low, with different probabilities. The remaining uncertainty about the actual demand is 


correspond, for example, to the Fall season (running from roughly August 
son (February through July). For certain merchandise 
er seasons per year. In some instances à season may be 
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Xy = a random variable corresponding to the market demand informa- 
tion that the retailer has at time tg, for k= 0,1,/. 


At each time point, Жу has a discrete set of possible values. Finally, at 
time t,the actual demand corresponds to one of a discrete set of demand 
scenarios. We define the following probability distributions to describe 
the likelihood of observing particular sequences of demand information 


р(@) = PX; = &) for each possible €; value at time t 
(Esler) = P (Xy = &ү|Ху = &) for each possible combination of £; and 
£j, and 


p(&&j) = p(Ejl&) p (£1) = the joint probability of X; and Ху. 


Clearly, this structure can be generalized to characterize information. 
that is revealed in any number of stages, but we will describe only the 
two-stage case since that corresponds to our particular application. 

Market "scenarios" are frequently used by retailers in developing mar- 
keting plans for alternative contingencies’. We extend this concept to 
include market demand information that is revealed in stages, resulting 
in the sequential stochastic decision model illustrated in Figure 83. The 
underlying assumption is that as the selling season gets closer, the sales 
estimates in the plan improve for several reasons. For example, there 
is new sales information for related products. Also, updated sales esti- 
mates are at least in part the result of revisions in the merchandise plan, 
e.g., deciding to feature more or less of a particular type of merchan- 
dise, giving it a more or less prominent display and floor space, etc. For 


Then described by the conditional probability distribution , and is not completely resolved 
until the end of the selling season at time ty, We also note that this modeling siructure is 
‘easily generalizable to include additional stages of information and decision point 

"We model demand uncertainty through discrete scenarios for three reasons. The first reason 
is analytical ractability. Modeling uncertainty using continuous random variables would rule 
‘out certain complexities categorically declared by our corporate collaborators lo be essential 
attributes of their business setting. The second reason is consistency with common manag 
rial practice. Our corporate collaborators indicated that their planning methodology often 
requires the articulation of "worst case,” "most likely.” and "best case” scenarios for market 
uncertainties. However, in the past these scenarios have typically been used only for financial 
planning, due to а lack of technical know-how for translating them into contingency plans 
for vendor and production management, The third reason is that there is an established 
precedent in the literature for using scenarios to model uncertainty in a variety of contexts 
As described in Section 2, Eppen et al. (985) and Kiraet al, (1997 wed a scenario approach 
similar to ours for capacity planni ‘crete demand scenarios were used in Smith et al. 
VISUS to tan pta taventoy Ва promotional plans Tr ка chin Ofcourse, there 
is a rich tradition in the financial economics literature of modeling uncertainty in the prices 
‘of stocks and securities this way (cf. Cox and Rubinstein (985)). More recently, Huchzer- 
meier and Cohen (1996) have used discrete scenarios to study the operations management 
implications of exchange rate fluctuations, 
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Figure 8.3. Decision Tree for Production Planning 


changes of this type, there is a good base of experience for the buyers 
to update their subjective estimates of the demand. This determines 
the conditional probabilities р (616). Note that in princi 

method can use early sales results to update the demand probabilities 
(after the selling season begins) and in fact, our formulation approach 
is compatible with Bayesian updating of the probabilities of the discrete 
demand levels based on early sales results. However, for this application 
the vendor deadlines did not permit changes in capacity commitments 
after the start of the selling season, other than changes in the color, style, 
or size mix. Since our model is meant to support capacity planning at 
an aggregate level, this is appropriate for our application’. With some 
assistance from the authors, the retail planners at two major retailers 
were able to subjectively estimate the required probabilities, 


3.2 Decision Variable Definitions 


The following indices will be used for variabledefinitions: j for prod- 
ucts, ¿for vendors, ё for the time increment used for production, ship- 


"Mos papers that consider updating of forecasts in a model of reasonably realistic detail 
only consider updating prior to the occurrence of any sales. This includes the mathematical- 
programming-based models most similar to ours, as deseribed in Section 2. Those models 
That do accommodate forecast updating based оп in-season sales tend to have very simplified 
inventory analysis that would not seale to the constraint and decision variable complexity in 
‘our decision model (e.g. Chang and Fyffe (1971), Crowston et al. (1973), Fisher and Raman 
(1996), Hartung (1973). Murray and Silver (1966) 


14 SUPPLY CHAIN MANAGEMENT 


ment, and sales decisions (typically weeks), and q for the time increment. 
used for reservation of capacity (typically quarters). In this model, we 
assume that the term "product" refers to an aggregation of styles, not to 
an individual SKU (distinguished by style/size/color). Variable names 
in upper case represent decision variables, while those in lower case or 
Greek symbols are fixed parameters. 

The main basis for classifying vendors (into "short lead time" and 
"long lead time" types) is the time at which commitments for each prod- 
uct must be made. This is denoted by 


time at which a commitment is required by vendor { for product 
E 


ту 


and the corresponding state of retailer information 


Ху = demand information available at time туу, which takes on discrete 
values £i. 


For our implementation, 7,; = to or fy, since these are the only pro- 
duction commitment time points. It follows that X; is either Xy or Ху 
for every combination of and 7. 

For each possible (£j, £j) combination, the production and inventory 
variables are defined as follows: 


Fj = fabric commitment (in yards) made at time t, for product j 
Р, (06) = production by vendor ї of product j during period t 


Zi (alg) 
ZF (61) = yards of fabric actually used for product j 


total production by vendor i during quarter q 


My (Ца) = beginning inventory of product j stored by vendor i in pe- 
riod t 


S (06) = quantity of product j shipped from vendor i in period ё 
U; (t|£x, £j) = retailer’s unit sales of product j in period ¢ 


retailer's beginning inventory of product j in period ё 


Lj (tib &j 


The decision variables depend on the information states in different 
ways, i.e., what information is known when each variable's value is spec- 
ified. These dependencies determine the dimensionality of the variables 
We denote this dependence explicitly in our formulation, using the “|” 
notation. For example, since the production schedule of an item i at a 
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vendor j is fixed at time ту, when the state of information is £;;, the cor- 
responding vendor production variables are denoted as Pj (i|&;). The 
total production and total fabric usage depend upon £; because they are 
defined for both short and long lead time production decisions. Similarly, 
the vendors’ inventory and shipment decisions depend upon £j because 
that is the information available to the vendor when the shipping deci- 
sions are made. However, the realized unit sales, and consequently the 
retailer's on hand inventory, depend on both £, and £y. This is because 
the on-hand inventory depends on both the actual demand scenario and 
all the production decisions, some of which depend on £. Since the unit 
sales are affected by the inventory level, this depends on £y and £y as 
well. In the LP optimization, the information states €; and £ are simply 
treated as additional “subscripts” on variabl 


3.3 Inventory Balance Equations and 
Production Constraints 
The production, inventory, and shipping variables are related to each 
other by the following inventory balance equations for the retailer and 
vendors 


T(t + UGE) =H tk) + У Sylt- Ше) - Us (tese), 
dient 
for all i j £i Cr,t, вл) 


where J; is the shipping delay for vendor i, 


Mg (t+ 16) = Му (t&) + P; (ЦЫ) — Su 16) 
for all i,j,&,t. (82) 


When the states of information “subscripts” in опе constraint are 
different for different variables, the variable with fewer subscripts simply 
keeps the same value for a subset of the equations. 

For simplicity, our model considers only the total inventory in the 
retailer's system, as opposed to inventory levels in individual stores’. 
This assumes that inventory is generally balanced across the stores, and 


"Once the merchandise reaches the retailer's distribution center (DC), it is usually distributed 
to the stores and displayed for sale within two to three days. In order to maximize the 
productivity per square Toot, there is generally litle storage space in stores, and all store 
merchandise i placed on display for sale as quickly as possible. The only significant delays 
in this type of supply chain arise from production commitment lead times, which are usually 
several months, and shipping times, which may be several weeks for surface shipments, 
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is appropriate because inventory is re-balanced during the season by al- 
locating replenishments to the stores that most need additional stock. 
For some merchandise, transshipments are made from one store to an- 
other to balance the inventory, but only if the repackaging and shipping 
costs can be justified. 

Constraints on each vendor's storage space can be represented as 


endor is maximum storage for period t, 


You (a) < ws (0 
7 


for all i,t, & (8.3) 
Where v =storage space required per unit of product j, 
A retailer may also specify an upper bound on the amount of inventory 


contained within its system". This can be specified by 


У (és 6j) < w(t) = retailer's maximum storage for period t, 
j 


for all t, 66у (84) 


The initial and final inventories may also be required to satisfy con- 
straints of the form: 


0061.6) > #9 = minimum initial retailer inventory for product j 


for all &j, £j 
106,65) 2 if = minimum final retailer inventory for product j 


for all £r 
Maj (£i) > m$, = minimum initial inventory of product j at vendor i 
for all £y 


My (trl&) < ml, = maximum final initial inventory of product j at 
vendor { forall £j. 


The initial inventory {must be sufficient to create an attractive di 
play of merchandise with which to begin the selling season. For con 
uing, or "basic" products, the minimum final inventory jf may be set 
to the desired initial inventory for the subsequent season. The vendor’ 
initial inventory m9, can be used to satisfy demand in the current season, 


while the final inventory т, is available Гог the subsequent season. 


"Tis can represent either a physical or budget restriction. In the latter ease, vj will have 
a different meaning. 
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For some aspects of aggregate production planning, managers use 
quarters as the appropriate increment of time. Using q (2) to denote 
the quarter corresponding to a time period £, the following relationship 
tallies the total production of vendor і within a quarter y; 


У M wh 

T аюу 
where ку = production capacity required per unit of product j, This 
enables us to model quarterly constraints. For instance, to ensure di 
versification a vendor may be willing to commit only a fraction of its 
quarterly capacity to a single retailer. On the other hand, less flexible 
vendors may also insist on a minimum quarterly production commit- 
ment from the retailer as a condition for doing business. These can be 
included as follows: 


Ziyl&), for alli y &j (8.5) 


ks (a) < Zi (als) < Fi (a), for all iq & (86) 


where the bounds do not depend on the demand information. To achieve 
the economic benefits of level production, certain vendors also permit 
only limited changes of total production from quarter to quarter, which 
can be expressed as follows: 


(1-а) Zi (a = Ша) < 2:046) < Q +A) Zi (a = 116). 
for all i,q, & (8.7) 
where 0 < a; € Land 8; > 0. In general, vendors that allow later 
commitments also typically allow greater quarter-to-quarter flexibility 
(larger a; and fj; parameters). 
Production is also constrained by the fabric procurement decision as 
follows: 


У) У X snep-£ 6055. forall 5,65 (88) 


latte 


where gf =yards of fabric required per unit of product j. 


34 Modeling Product Demand 


The demand pattern for each product over time is an input to the 
model that is conditional on the demand scenario £r, denoted as follows 
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d; (06) = actual demand for product j in period t, 


To specify these values, we used a forecasting model form that has 
been applied successfully to retail sales forecasting. Econometric mar- 
keting studies have found that multiplicatively separable models of the 
form 


Period t demand | _ /Total season demand 
( for product j )=( for product j ) 
‘Seasonality | Marketing 
( effect at t ) б (Gee at A 
fit observed retail sales data well (Achabal et al. (1990), Kalyanam 

(1996)). Thus we let 


d (tEn) = 6; (E) f; (0: p (t) (8.9) 
where 
bj (€p) = full-season demand for product j under demand scenario £p 
fj (t) = fraction of total demand for product j that occurs in period t 


ру () = marketing effects for product j during period t, including price/ 
advertising effects. 


This approach greatly reduces the model dimensionality by confining 
the effect of information updating to the full-season demand, which is 
a scalar. The full set of relative seasonality factors fj (t), such as that 
shown in Figure 8.1, generally do not require updating. Similar represen 
tations of demand have been used by Chang and Fyffe (1971), Crowston 
et al. (1973), and Hartung (1973). The specification of demand pa- 
rameters and price variations due to any retail promotional strategies is 
exogenous to the optimization model, hence does not affect the linearity 
structure. 


3.5 Calculating Unit Sales 


Unit sales volume in period ¢ is bounded by the period’s demand, so 


U; (HEL. Ep) < d; (tj), for all j,6, Gr. (8.10) 


While traditional inventory models assume that lost sales occur only 
when inventory is fully exhausted, in retail marketing environments the 
amount of on-hand inventory can influence sales. In apparel, for exam- 
ple, sales rates can deteriorate as inventory drops because the remaining 
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inventory consists of increasingly broken assortments with incomplete se- 
lections of sizes and colors (Smith and Achabal (1998). Low inventory 
also increases the likelihood that some stores are inadequately stocked, 
ie. the inventory is not "balanced." While the relationship between 
inventory level and sales is not necessarily linear (Smith and Achabal 
(1998)), a linear approximation is reasonable within the range of values 
of the inventory level that is expected in practice. This lends consider- 
able analytical tractability to our formulation. Therefore, we allow unit 
sales to depend upon the beginning inventory according to the following 
constraints: 


U; (tl. £j) < nil; (66,6), for all ё, (8.11) 
where nj = maximum fraction of the beginning inventory that can be 
sold in one period". Because of (8.1) and the production capacity con- 
straints in (8.6) and (8.7), it is also possible that neither (8.10) or (8.11) 
will be binding for a given r. 

Constraints (8.10) and (8.11) assume that the unfilled demand is lost. 
(to competitors, for example), which is more common than backorder- 
ing for most retail merchandise. Backordering, which is actually more 
straightforward to model, can easily be accommodated within our for- 
mulation by modifying the inventory balance equations. 


3.6 The Objective Function 


‘The objective function will be defined in terms of the following eco- 
nomic parameters: 


mj (t) = average selling price for product j in period t 


ping cost (“landed cost”) for product j 


су = wnit procurement + sl 
purchased from vendor i. 


ту = residual value per unit of product j at the end of the selling season 


cf cost per yard of fabric for product j 


residual value per yard of fabric for product j at the end of the 
selling season 


ҮЕ 
j 


һу = retailer's unit holding cost per period for product j 


Retailers typically wack the “sell-through” rate, ie, the fraction ofthe beginning on-hand 
inventory that is sold in each time period. Ifthe sell-through rate is too high, it is assumed 
that some sales have been lost due to insufficient inventory (see Smith et al. (1998) for further 
discussion). 
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vendor е unit storage charge per period for product j 


The average selling price 7;(t) may vary by time period to allow 
periodic price markdowns during the season. The value of r; has different 
interpretations for seasonal and fashion items. For a seasonal item, it 
corresponds to the unit value of this product in the next selling season 
Ge., the avoided replacement cost minus any holding cost). For fashion 
items it describes а “salvage value.” At the selling season's end, any 
remaining fashion items may be sold through outlet stores or in bulk to 
discounters, resulting in markdowns to prices possibly below the original 
cost. 

The expected revenue and cost for each product, denoted as Rj and 
Су, respectively, are: 


Ry = У обер) {ns HE) Us test) 


7 
жаш + (8 076) (вла) 
SY p (61) {cy Py (£y) + vij Mis (H6) 

áx 


+ У pe hgh (6.6) + FF 
ts 


(813) 


where p (£y, £j) and р (&) are the previously defined joint and marginal 
probabilities, respectively. The total objective to maximize is then 
XU - Cj} 

"rhe fabric commitments, production capacity commitments, and ship- 
ping schedules that optimize this objective function correspond to a se- 
quence of decisions under uncertainty, where the demand information 
changes at each decision point. In general, this can be viewed as a 
stochastic dynamic programming problem (with linear constraints), Un- 
fortunately, the size of the resulting state space and the complexity of 
the objective make this solution approach impractical. However, as long 
as the states of information are restricted to a discrete set of values, the 
equations for R; and Су are linear in the decision variables, so that this 
optimization problem is a linear program". 


"This approach for handling uncertainty within an LP formulation was first suggested by 
Dantzig (1955) Including decision variables whose values may be chosen after the resolution 
of the uncertainty leads to what is generally termed as a stochastic linear program with 
тесошуг. See Hansotia (1980) and Infanger (1994) for discusion of various technical aspects 
of solving such models and extensive reviews of he literature 
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3.7 Model Extensions for Sensitivity Analysis 


Important insights from an optimization analysis are often derived 
from shadow prices and other sensitivity outputs. In vendor sourcing, 
this information can identify the most critical vendor production and 
storage constraints, and therefore guide the retailer in negotiating these 
limits or in identifying alternative vendors with appropriate capabilities 
The retailer's storage limits or end-season inventory requirements may 
also be opportunities for performance improvement. 

Because of the multitude of variables and constraints associated with 
the specific time periods and information states, most individual shadow 
prices in our model are not directly meaningful. However, useful sen: 
tivity information can be obtained by introducing additional variables. 
For instance, since increases in production and storage capacity would 
typically be made for the entire horizon rather than by individual pe- 
riods, it is appropriate to introduce a single variable that increments а 
given vendor's capacity uniformly in all periods and information states. 
If this variable is then constrained to be 0, the corresponding shadow 
price will reveal the marginal benefit of increasing the vendor's capacities 
in all periods at once. We add variables for these aggregate constraints 
as follows: 


increase in quarterly production capacity (000°) for vendor i for 
all quarters. 


A 


= decrease in quarterly minimum production(000' s)for vendor ¿for 
all quarters 


wj = increase in storage capacity at vendor i (cartons) 


The appropriate constraint equations (8.6) and (8.3) are then re- 


placed with the following: 


ki (0) - A; < Zi (ale) < Fi (q) + Di, for all бф (8.14) 
уму (là) < wi (t) tui, forall i,t, € (8.15) 
pu WE (8.16) 


This enhancement was made for components of the formulation deemed 
most important by the retail planners: vendor production capacity, ven- 
dor flexibility, vendor storage, end-season retail inventory, and product 
demand. 
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3.8 Positioning This Model in the Retailers 
Planning Process 


Our discussions with executives at our retail sponsor highlighted two 
key issues relevant to the implementation of our methodology. The first 
deals with the timing of the analysis. Even though our planning model 
formulates the demand and supply dynamics over a finite horizon, like 
many other such models it would actually be used on a rolling horizon 
basis. (As noted earlier, this approach can be termed “open-loop feed- 
back control.”) Thus, the production planning actions recommended by 
each run of the model will serve as important inputs to the subsequent 
run". The second issue deals with the level of product aggregation at 
which the analysis is performed. The retail executives envisioned this 
model being used for analysis at the product category level (e.g, T- 
shirts, denim jackets, or denim pants) as well as at a lower product type 
level (e.g. Pocket Tees, V-Neck Tees, and Crew Neck Tees). The for- 
mer analysis will typically be of interest to product managers who are 
responsible for the profitability of separate categories. The latter will be 
of primary interest to buyers who devise procurement plans for product 


types 
4. The Decision Support System 


With extensive input from sourcing managers at the retail chain, the 
optimization model described above was implemented as a PC-based 
decision support system (DSS) named the Sourcing Allocation Manager 
(SAM). The user interface screens were programmed in Visual Basic and 
the optimization engine is LINGO, supplied to us by LINDO Systems, 
For test problems with four products, four vendors, a nine-month plan- 
ning horizon, and 27 distinct sample paths of information realizations, 
the LP has several thousand decision variables and constraints. It was 
solved on a 300 MHz Pentium II PC in approximately 3-5 minutes. 

The DSS development was a "proof of concept" exercise with several 
goals: (1) to provide a context for defining the user inputs and outputs 
of the model, (2) to test the practical viability of the optimization algo- 
rithm, (3) to demonstrate to the sourcing managers the potential benefits 
of the system, and (4) to identify through experience the cost tradeoffs 


"For example, within the context of our formulation, at time t one could be planning for a 
six month selling season that begins six months hence ie. tg = Gmonths, and tjt e 
months). The entire planning horizon thus consist of 4 artes, with planning decisions 
being revised at a weekly level. In this ease, the previously committed production, which 
might he the result ofa prior run of the model, can serve as input constraints to the current 
тип ofthe mode 
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Figure 8.4. SAM Screen Flowchart 


most important for planning. These goals were largely achieved, and 
the extensive involvement of retail planners profoundly influenced the 
resulting system in numerous ways. For instance, over the course of its 
development, the DSS evolved from a batch-processing application that 
generated the optimal sourcing plan for a particular text file consisting of 
all relevant parameters, to a system that enables beginning users to per- 
form sensitivity and cost tradeoff analyses interactively. Feedback from 
users over the course of their cumulative experience with the DSS led to 
а number of key enhancements of the core mathematical formulation as 
well 


4.1 Graphical User Interface 


The logical flow of the DSS screens is illustrated in Figure 84. In 
general, all input screens must be completed before any output screens 
сап be viewed, although input scenarios can be stored for subsequent 
analyses. Data for the input screens can either be keyed in manually or 
read from a Microsoft Excel spreadsheet file, which a user can view and. 
modify interactively. In a full-scale implementation most of these values 
would likely be fed directly from other applications or databases. 
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Figure 8.5. Calendar Setup Screen. 


Below we will describe the main screens, although space limitations 
preclude the inclusion of all screen views. 


Input Screens 
The Calendar Setup Screen in Figure 8.5 allows the user to specify dates 
delineating the timetable for planning. The first date field is for Fab- 
ric Commitment, indicating when the fabric must be ordered for all 
products under consideration. The second and third dates are the com- 
mitment times for the long and short lead-time vendors, respectively 
For reasons discussed in Section 3.1 and Section 3.2, all commitments 
with vendors are modeled as being made at one of these two dates. How- 
ever, a single vendor is allowed different commitment dates for different 
products. The Selling Season corresponds to the retailer's season for 
this set of products or the time frame for which this set of production 
commitments is in effect, whichever is shorter. (For continuing products, 
linkage to selling periods beyond this season is achieved by requiring end 
of season inventory, as described in Section 3.3.) This screen also allows 
the specification of vendor and product names (up to 4 of each). 

Figure 86 shows the screen displaying vendor and product attributes. 
These are organized into a matrix with column headings (vendor names), 
row headings (product names), and interior cells that each provide click- 
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Figure 8.4. Vendor/Product Information Screen 


through access to the appropriate type of information. This matrix 
framework persists throughout the DSS. 

This screen has two different views accessible via the folder "tabs" 
at the top of the screen. ‘These present the most significant attributes 
of each vendor-product sourcing combination — Commitment Date and 
Unit Cost. In the Commitment Date view depicted in Figure 86, the 
interior cells report the commitment deadlines required by each vendor 
for supplying each product. Short and long lead-time vendors are dif- 
ferentiated by color coding of these cells (although this is not apparent 
in a black-and-white graphic). Clicking on an interior cell calls up the 
dialog box presented in the foreground, in which a user can view or alter 
the Commitment Date or the Unit Cost. Toggling to the Unit Cost view 
presents the matrix of unit costs for all vendor-product combinations. 


Reflecting the richness of detail which our model can accommodate, sep- 
arate input screens are required to fully specify the attributes of each 
vendor and each product. These may be accessed by clicking the appro- 
priate column or row heading buttons, as described below. 

Clicking a column heading button in the Figure 86 screen calls up 
the vendor information shown in Figure 8.7. The allowable quarter-to- 
quarter production volume adjustment (see equation (8.7)) and shipping 
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Figure 8.7. Vendor Information Screen 


lead time dictate the relative flexibility of this vendor. The Vendor Pro- 
duction Capacity button allows access to a screen detailing each vendor's 
total production capacity by quarter, shown in Figure 8.8. The storage 
capacity and total quarterly production capacity are shared across all 
products made by this vendor. 

Clicking a row heading button in the Figure 8.6 screen calls up the 
Product Information screen shown in Figure 8.9. Here each product's 
sales forecasts (for the “Most Likely” case, as described in Section 3.1), 
retail prices (week by week to accommodate frequent price changes if 
dictated by the retailer's promotional strategy), inventory costs and re- 
quirements, and fabric information are entered (or taken from a spread- 
sheet using an embedded interface accessible from the “Show Spread- 
sheet” button) and displayed. The inventory constraints and costs on 
this screen apply only to inventory held in the retailer's distribution 
system and stores. 

The Projected Sales Levels button on the left-hand menu calls up 
the screen shown in Figure 8.10, which solicits the retail planners’ be- 
liefs about demand uncertainty. The “Most Likely” total season forecast 
for each product is automatically computed by summing the estimated 
weekly sales shown in Figure 8.9. The user specifies what a "Low" 
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Figure 8.9, Product Information Screen. 
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Figure 8.10. Projected Sales Levels Screen 


and “High” forecast update would mean for each product in terms of 
a percentage deviation from the “Most Likely” volume. The percent- 
age changes input here for a product capture the uncertainty about its 
demand, i.e., the extent to which the projections about that product's 
demand might change between fo and п. Stable products will tend 
to have more narrow ranges than newer or fashion-oriented products. 
‘These parameters are used to scale the weekly sales according to the de- 
mand model described in Section 34. At the bottom area of the screen 
the user must specify relative likelihoods for each of the three scenarios. 
After considerable discussion and experimentation, this input format 
was preferred by the sourcing managers because they are accustomed to 
developing strategies for three scenarios (cf. footnote 7). 


Output Screens 
А complete set of inputs allows the optimal sourcing plan to be deter- 
mined by the LP solver engine. Since this plan contains considerable 
detail as well as contingency plans, the output is summarized across 
several screens. The main output screen is shown in Figure 8.11, which 
reports the total amount of each product that should be committed to 
each vendor under the three scenarios. (The buttons along the bottom 
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Figure 8.1. Aggregate Capacity Plan 


of the screen allow the user to toggle through the plans for each indi 
vidual scenario, or to juxtapose all three as shown in the figure. Each 
scenario button has a different color, which is used to display the cor- 
responding plan in the “Show All” view.) By definition, long lead-time 
vendors must have the same commitments in all scenarios, while short 
lead-time vendors may receive commitments that depend on the sce- 
nario. This flexibility justifies any cost premium the latter vendors may 
charge. The summary provided by this screen can give each vendor a 
reasonable picture of how its total volume of business might vary. The 
buttons on the row and column headings are analogous to those in Figure 
8.6, in that they provide paths to further details by vendor or product. 

To eliminate any potential LP infeasibility due to the vendor storage 
constraints, the formulation was modified to allow unlimited auxiliary 
storage (at some very high price, to discourage the pursuit of this op- 
tion). The Extra Vendor Storage cells at the bottom of the screen report 
the additional space (in thousands of cartons) required by the modified 
formulation’s optimal plan. The sourcing managers considered this re- 
laxation to be reasonable since, in spite of formally stated vendor storage 
limits, additional storage can almost always be obtained at some price. 
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Figure 8.18. Product-Level Capacity Plan and Shipments Screen 


The Product-Level Capacity Plan and Shipments Screen in Figure 
8.12 shows week-by-week sourcing plans by product, including shipping 
receipts and fabric commitments for each scenario (displayed, as always, 
by toggling via the buttons near the screen’s bottom). Figure 8.13 pro- 
vides the vendor perspective on quarterly production and shipments for 
all products under each scenario. Barcharts are presented beneath the 
numerical table to visually illustrate the changes in vendor commitments 
for each product across the scenarios, 

Figure 8.14 presents a summary of key retail performance metrics for 
each of the sales scenarios. GM represents gross margin dollars, inven- 
tory turnover is the total annualized sales divided by the average in- 
ventory level during the season, and GMROI (Gross Margin Return On 
Investment) is the product of the inventory turnover and the gross mar- 
gin per unit (cf. Berman and Evans (1998)). Average cost is scenario- 
dependent because salvage revenues vary with the amount of residual 
fabric and end-of-season inventory. Again, the metrics take different 
values for each scenario, and the barcharts compare the values for each 
metric across the three scenarios. 
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Figure 6.19. Vendor Capacity Plan Screen 


( 


D 


if 


H 


Figure 8.14. Performance Summary Screen 
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Figure 8.15. Sensitivity Analysis Sereen 


Sensitivity Analysis 

Figure 8.15 shows the screen interface to the sensitivity analysis frame- 
work described in Section 3.7. Clicking on the vendor or product name 
buttons takes the user back to the appropriate input screen to view the 
current parameter value and make any desired modifications. This al- 
lows “What if?” analyses to be conducted quickly and easily for a wide 
range of assumptions. Added at the request of our retail sponsor, this 
screen has had the longest evolutionary path of any of the SAM screens 
and is considered to have the greatest strategic importance. By running 
the DSS, the retailer can determine which of each vendor's constraints 
are the most significant obstacles to improved profitability and can also 
estimate the value of relaxing any particular constraint. This can play a 
valuable role in negotiating with vendors by providing information that 
was not previously quantifiable. 

Figure 8.16 shows the screen associated with the Save Scenarios but- 
ton on the left menu. Because of the large number of input parameters, 
and to facilitate what-if analysis, SAM allows the capture of inputs and 
outputs for up to five problem scenarios. The user can annotate these 
in the text window near the bottom of the screen, where the various 
scenarios can be saved and retrieved. 
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Figure 8.16. Save Scenarios Screen 


42 User Experiences with the DSS 


Experience with the SAM DSS was obtained through an analysis con- 
ducted with our sponsor firm, using representative but disguised data. 
‘The retailer's goal for this analysis was to gain experience with the model 
and develop an understanding of the key tradeoffs between vendor ca- 
pabilities and unit costs. The details are presented as a case study in 
Agrawal et al. (2001). Some of the resulting insights are as follows: 


1 Building а stochastic model allows presentation of distributional 
information about any system performance metric. This can pro- 
vide valuable insight about the extent of intrinsic risk to which а 
decision-maker is exposed. The sourcing managers were able to 
connect this to their strategies for managing risk, including those 
related to the selection of product assortments. This would not be 
possible under any deterministic planning methodology. 


2 Under reasonable assumptions, SAM's recommendations can im- 
prove expected profits by several percentage points relative to typ- 
ical sourcing practices. Since net profit margins in retailing tend 
t0 be very small, this suggests that our methodology can offer very 
meaningful gains 
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5. 


3 There can be value in using a portfolio of vendors with differing 
production flexibility. In practice, while buyers know at an intu- 
itive level that flexibility has value, the inability to quantify this 
has left them biased toward vendors quoting the lowest unit costs. 
Our model easily demonstrates that additional vendor flexibility 
can indeed be worth a price premium when demand uncertainty 
exists, and we provide a means to evaluate this tradeoff with a 
realistic level of detail. 


4 Not all production capacity is created equal. Capacity cannot be 
properly valued independently of its flexibility constraints, such 
as commitment lead time and allowable production change from 
quarter to quarter. The effect of these conditions is a function of 
the attributes of the type of merchandise, in particular the pre- 
dictability of demand and the cost of obsolescence. 


5 While conventional wisdom suggests that inventory turnover is de- 
termined by the replenishment policies adopted at the store level, 
tension between demand seasonality and the vendors’ desire to 
maintain stable production schedules profoundly affects retailer 
inventory levels. Thus, efforts to increase turnover should also 
consider negotiations with vendors to seek greater production flex- 
ibility 


6 From an organizational point of view, our methodology can pro- 
vide a vehicle for facilitating cross-functional communication and 
negotiation. Specifically, in a retail firm the merchandising, sourc- 
ing, and finance organizations typically have somewhat conflict- 
ing objectives with respect to inventory management strategy. (In 
mathematical terms, each group typicaily perceives a different seg- 
ment of the overall objective function.) An early insight for us 
and our corporate sponsors was that our DSS could serve as a tool 
or brokering the concerns of these groups by solving the global 
optimization problem, explicitly quantifying tradeoffs, and, most 
importantly, defining a common vocabulary for discussion. 


Conclusion 


Estimating the value of adding or dropping a vendor, renegotiating 


the terms of a supply contract, or improving forecast capability requires 


the respec 


tion of the production schedule in ways that may differ 


dramatically from past plans. The complexity of such decisions renders 
the subjective selection of optimal or even near-optimal plans extremely 
difficult or impossible. While many retail buyers and merchandise plan- 
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mers rely on extensive databases and query tools for decision support, 
there are few computer-based methods for optimal decision making or 
sensitivity analysis regarding these decisions. Our model and the associ 
ated decision support software provide retail planners with the power to 
identify and evaluate a wide variety of potential supply chain improve- 
ments that they are not currently able to consider. 

Capturing market uncertainty through discrete scenarios is a famil- 
iar mechanism that simplifies the required user inputs and allows the 
application of linear programming optimization. Because of the many 
types of production and sales constraints that may apply in a retail en- 
vironment, simplicity of use is essential to the practicality of a decision 
support tool. Tests of our model by buyers and planners within a major 
retail organization indicate that our framework is compatible with the 
production commitment decisions they face. 
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Abstract — Recent business and technological trends have transformed the struc- 
ture and performance requirements for distribution channels in many 
industries. Higher service level expectations of retail customers, distri- 
bution outsourcing by manufacturers, and the proliferation of advanced 
information technologies drive these transformations, presenting new 
problems in supply chain management. Motivated by a project with 
а leading building-products manufacturer, this paper addresses some 
of these new issues. Over the past two decades, this manufacturer 
witnessed the migration of building-products sales from independent 
specialty retailers to large retail chains, prompting it to create a new 
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network of independent distributors to meet the service expectations 
of these ‘big-box’ retailers. This paper addresses three important chal 
lenges in managing the new distribution network. We first develop a 
fee-setting model to decide the manufacturer's compensation scheme 
for the services provided by its independent distributors. Next, we ad- 
dress а tactical distribution planning problem, incorporating resource 
acquisition and deployment decisions, for scheduled deliveries when de- 
mand is highly variable. Lastly, we investigate possible mechanisms 
for limiting retail store-order variability, and analyze the system-wide 
cost benefits resulting from variability reduction. In addition to identi- 
fying new modeling opportunities and discussing their implications for 
the building-products manufacturer, this paper highlights new research 
‘opportunities resulting from the evolving dynamics of supply chain man- 
agement. 


1. Introduction 


Distribution channels in many industries have experienced major tran: 
formations in recent years — in their architecture, collaborative part- 
nerships, operations practices, and performance requirements. These 
channel transformations stem from several factors that have altered the 
ground rules for providing competitive distribution services. We at- 
tribute these changes largely to three major driving forces: 


1 Customers and retailers are raising their suppliers’ service expecta- 
tions. Customer demands for product variety and ready availabil- 
ity are propagating throughout supply networks. Powerful retail 
chains, responding to these customer needs, have in turn increased 
their service expectations, requiring that their suppliers provide 
shorter delivery lead times and more frequent deliveries of a wider 
variety of products in smaller batches. 


2 Manufacturers are increasingly outsourcing distribution, Partner- 
ships with third party logistics providers allow manufacturers to 
focus on their core competencies while taking advantage of the 
distribution efficiency and expertise of independent distributors. 
In turn, distributors are expanding the scope of their activities be- 
yond their traditional warehousing and transportation functions to 
include customization and postponement services (such as merge- 
in-transit and just-in-time assembly). 


3 Information technologies are providing more timely and detailed 
supply chain data. Advances in information technologies-both 
in reach and connectivity-increase the potential for information 
sharing and enable tighter integration among channel partners. 
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New web-based and enterprise integration systems permit visibility 
of information from various points in the supply chain, significantly 
reduce information and order lead times, and facilitate distributed 
monitoring and control. 


These transformations present many new planning and decision mak- 
ing challenges. Recent supply chain management research identifies. 
many modeling opportunities associated with these challenges. For in- 
stance, studies of optimal buyer-supplier contracting schemes specify ap- 
propriate service level requirements, revenue-sharing incentives, and de- 
livery and payment terms (e.g., Tsay, 1999, Li and Kouvelis, 1999, Moi 
zadeh and Nahmias, 2000). A significant body of work focuses on multi- 
stage supply chain planning and coordination models. These models typ- 
ically seek to streamline the flow of goods through the chain by tightly 
integrating the operations of channel partners or aligning their incen- 
tives (e.g., Cachon and Zipkin, 1999, Lee and Whang, 1999, Chen, 1999, 
Porteus, 2000). Another stream of literature emphasizes the benefits of 
sharing accurate and timely information in supply chains, made possible 
through advances in information technology (e.g., Gavirneni, Kapuscin- 
ski, and Tayur, 1999, Lee, So, and Tang, 2000). Our aim is to add to the 
existing literature by discussing three new models-on delivery compen- 
sation, distribution planning, and order variability reduction-that sup- 
port improved distribution chain coordination and performance. These 
models are motivated by a project with a leading building-products man- 
ufacturer who recently redesigned its partnered distribution network to 
respond to the needs of its important retail customers. 


11 Project context 


Trends over the past decade in the distribution channels for build- 
ing and home improvement products illustrate the channel transforma- 
tions many industries have undergone. In the 1970s, the overwhelming 
majority of building-products sales to the residential market occurred 
through small, independent hardware stores. The channel transforma- 
tion for building-products sales began in the 1980s when national home 
improvement retail chains such as The Home Depot and Lowe’s began 
to grow rapidly in sales and market share. These ‘big-box’ superstores 
now dominate the market for do-it-yourself home-improvement prod- 
ucts by offering one-stop-shopping for a wide variety of products at low 
prices. The big-box retailer concept thrives in many industries today 
(eg., Sam's Club, Toys R’ Us, Office Depot). Major retail chains such 
as The Home Depot, which has opened over 1000 stores since its founding 
in 1978, are often successful in leveraging their vast purchasing power to 
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negotiate low prices and strict delivery terms from suppliers. Offering а 
wide variety of products to consumers with slim profit margins requires 
big-box stores to keep low inventories; to achieve these goals, big-box 
stores insist on receiving frequent and reliable deliveries from suppli- 
ers under short lead times. Meeting these strict delivery requirements 
presents significant new challenges to suppliers. 

Faced with these challenges, a leading building-products manufac- 
turer (henceforth called the "manufacturer" or “firm”) initiated a project 
with the authors to study and suggest ways to improve its distribution 
planning practices and operations. The manufacturer supplies over 250 
SKUs-grouped into three main product lines-to each of over 1,000 na- 
tionwide big-box retail stores and warehouses every week. Stores and 
warehouses can place their orders up to one day prior to their scheduled 
delivery date, and are not required to order in large batches. Big-box 
customers require a single point-of-contact (within the manufacturer's 
organization) for placing orders, and expect consolidated shipments of 
items from the manufacturer's various product lines. To meet these 
needs, the manufacturer established a nationwide network of approxi- 
mately 10 independent distributors to support distribution to the big- 
box retailers. Each distributor is responsible for servicing the product 
needs of all retail stores within its exclusive geographical region. At the 
time of the study, the manufacturer had already made some overarching 
strategic logistics decisions, such as the locations of distribution centers 
and their assigned retail stores. So these issues were outside the scope 
of our study 

‘The role of distributors in the big-box network differs significantly 
from their traditional role. Traditionally, distributors typically carried 
only a subset of the manufacturer's product lines and were responsible 
for providing sales and credit services for the independent retailers. In 
contrast, distributors serving the big-box retailers have no responsibility 
for sales and credit functions, but they must stock and distribute all of 
the product lines and supply a large geographic region. For the big-box 
retailer accounts, the manufacturer handles the marketing and sales of 
its products, including retail pricing and handling accounts receivables, 

Each store in the big-box retail network places its orders directly with 
the manufacturer, and requires regular deliveries of consolidated ship- 
ments containing all ordered items at scheduled times each week. Nearly 
all stores receive replenishments of the manufacturer's products once per 
week. Upon receiving an order from a store, the manufacturer transmits 
the order to the corresponding regional distributor. The distributor is 
then responsible for delivering the ordered goods at the scheduled deliv- 
ery time, Each distributor is responsible for managing its own delivery 
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and inventory processes, but must ensure that the ordered products are 
delivered to each store on time. 

To facilitate the coordination and control of the new distribution sys- 
tem, the manufacturer recently made significant investments in upgrad- 
ing their information technology (IT) capabilities. The new IT systems 
facilitate information visibility throughout the supply chain. The man- 
ufacturer can now track detailed point-of-sale (POS) transactional data 
from retailers, retailer-to-manufacturer orders, and distributor-to-store 
shipment data on a daily basis. Our research project with the man- 
ufacturer, initiated approximately one year after the new big-box dis- 
tribution network was established, started with a broad charter: using 
the detailed transactional data on sales, shipments, and inventories at 
various locations throughout the big-box supply chain, conduct a "man- 
agement audit" of current logistics and distribution operations in the. 
big-box network, and identify opportunities to improve the performance 
of the system. The project was motivated both by the desire to ex- 
ploit the newly available data, and also by feedback (complaints and 
suggestions) from distributors and customers. 

In this paper, we discuss three specific modeling opportunities our 
diagnostic analysis identified. The first problem, fee-setting for delivery 
services, occurs at the manufacturer-distributor interface. The manu- 
facturer must establish a consistent, fair, and equitable scheme to com- 
pensate its big-box distributors for the warehousing and delivery ser- 
vices they provide. Our initial data analysis indicated that the man- 
ufacturer was over-compensating certain distributors (relative to their 
costs), while under-compensating others. We developed a new delivery 
fee-setting model that reduces over-compensation while ensuring that 
no distributor is under-compensated. The second problem, distribution 
planning with stochastic demands and scheduled deliveries, focuses on 
improving distributor delivery operations and capacity planning. In or- 
der to consistently meet delivery commitments, distributors create fixed 
delivery routes that do not change from week-to-week. In construct- 
ing these routes, however, distributors have difficulty planning for the 
impacts of variability in stores’ weekly orders. We developed а 
bution planning model that explicitly accounts for demand variability 
(and its associated costs) when designing delivery routes. Our model 
considers the availability and costs of "overflow" options for delivering 
on time when demand exceeds truck capacity. The third problem, up- 
stream variability control mechanisms, focuses on improving operations 
at the distributor-retailer interface. Many distributors felt they were in- 
curring unnecessarily high safety stock and delivery costs due to stores’ 
highly variable order quantities. After verifying that the stores’ order 
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variability led to distribution system inefficiencies, we developed an an- 
alytical framework encompassing several logistics coordination models 
to study the ability of certain variability control mechanisms to lower 
system-wide logistics costs, including inventory, backlog, transportation, 
and expediting costs. 

‘The three problems we discuss in this paper have not been previously 
addressed in the literature. We propose appropriate deterministic and 
stochastic optimization models to address each problem, and apply the 
models using real data from the manufacturer. Our model formulations 
are designed to be sufficiently generic to permit application outside of 
the building-products industry. This paper motivates and develops each 
model, and summarizes the results from our analysis and computations 
‘The remainder of this paper is organized as follows. Section 2 discusses 
the fee-setting problem for developing a fair and consistent compensa- 
tion scheme for distributor deliveries. Section 3 presents our distribution 
planning model to provide scheduled delivery services when demand is 
stochastic. Section 4 considers the impacts of order variability on dis- 
tributor costs, and proposes variability control mechanisms to improve 
distribution system coordination and performance. Section 5 presents 
concluding remarks. 


2. Optimal Compensation for Distributors 


As manufacturers strive to make their supply chains more responsive. 
to market needs, they have come to recognize the critical importance 
of the distribution function in achieving this goal. Third-party logis- 
tics firms or distributors, with their specialized expertise and resources, 
provide an attractive outsourcing option to handle delivery activities. 
Just as manufacturers need to develop tight linkages with their vendors, 
they must also establish collaborative partnerships with distributors to 
ensure streamlined flow, timely deliveries, and customer satisfaction. 

Partnering with third-party distributors requires actions and nego- 
tiations on many fronts-installing compatible information systems to 
exchange transactional data (¢.g., conveying orders for delivery), estab- 
lishing operational procedures and mutual responsibilities, agreeing on 
service expectations and metrics, and negotiating the payment scheme 
for compensating distributors for delivery services. In our project with 
the building-products manufacturer, the process of deciding an appro- 
priate compensation scheme surfaced as an important issue for the firm, 
опе that led to a novel optimization model and decision support system. 

We next describe the problem context, formulate a basic version of the 
problem as a mathematical program, discuss model enhancements, and 
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present results from actual application of the model to the firm's big-box 
distribution operations. Balakrishnan, Natarajan, and Pangburn (2000) 
discuss this problem and approach in greater detail 
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As noted earlier, to supply the customer base consisting of over 1,000 
retail stores nationwide, the firm relies on a select group of regional dis- 
tributors to deliver products from their respective distribution centers 
(DCs) to assigned stores. The firm compensates distributors for their 
delivery services by paying a per-delivery fee that depends upon the 
delivery weight and distance from the DC to the store. This payment 
scheme, modeled after the tariff structure commonly used in the less- 
than-truckload (LTL) industry, partitions the store-to-DC distances and 
delivery weights into (discrete) sets of contiguous distance and weight 
ranges. For instance, if the maximum DC-to-store distance is 300 miles, 
the table might categorize distance into three ranges, say, 0 to 50 miles, 
50 to 150 miles, and 150 to 300 miles. The fee table contains one row 
and column, respectively, for each weight and distance range; the value 
in each cell of this table denotes the fee payable for any delivery that 
falls into the corresponding distance and weight range. To avoid conflicts 
and perceptions of differential treatment among distributors, the firm de- 
cided to apply the same fee table uniformly to all the distributors. This 
fee table-based compensation approach offers many advantages. Dis- 
tributors readily relate to this approach since it is similar to LTL tariff. 
structures, and incorporates the primary drivers of transportation cost: 
delivery distance and weight. From the manufacturing firm's perspec- 
tive, the scheme is easy to administer and update (when transportation 
costs or distribution profiles change), and offers the added advantage 
of compensating distributors for services rendered rather than simply 
resources consumed, 

Designing the fee table-based compensation scheme entails two sets 
of decisions: a relatively long-term range selection decision, and a peri- 
ойс fee setting decision. Range selection refers to the choice of distance 
and weight ranges-both the number of ranges, and the width of each 
range-that define the rows and columns of the fee table. For a given 
choice of ranges, fee setting (or fee revision) pertains to selecting the fee 
value for each cell of the corresponding table. Fees are revised periodi- 
cally (e.g., once a year) due to changes in transportation costs, demand 
patterns, store assignments, and so on; the ranges impact the structure 
of the table, and so are changed less often. In this section, we focus on 
modeling the fee setting decision. 
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How should the firm select the fee values for each cell of the fee ta- 
ble? One option is to base these fee values on commercial LTL freight 
rates. This approach has several disadvantages. First, commercial rates 
vary by carrier and by region, making it difficult to infer a single set of 
rates to serve as the basis for fee setting. More importantly, commercial 
rates typically apply to ad hoc shipments, and can therefore be signifi- 
cantly higher than rates that are appropriate for long-term distribution 
contracts such as those between the firm and its distributors. However, 
commercial rates do provide some useful benchmarks for fee setting. In 
particular, these rates and their increments from one range to the next 
might serve as guidelines (¢.g., upper bounds) for selecting fee values. 

Although the firm expects to pay its distributors less than commercial 
rates, it must also ensure that each distributor receives adequate total 
compensation to cover its cost and provide a reasonable margin. We 
refer to this condition as the cost coverage requirement. Motivated by 
this consideration, the firm initially (prior to applying our model) used 
а cost-based approach to decide fee values. The approach consisted of 
performing a detailed study of delivery routes from DCs to stores as- 
suming deterministic demands, costing each route, and allocating these 
costs to individual routes in order to estimate the per-delivery costs 
(and hence fees) for each distance and weight range. Unfortunately, this 
heuristic method does not necessarily guarantee cost coverage. The in- 
herent difficulties associated with cost allocation schemes combined with 
the week-to-week variations in actual delivery weights, render these cost 
estimates unreliable. Indeed, after using the cost-based fee table for a 
year or so, review of the total actual compensation versus cost for each 
distributor revealed that some distributors received significant surpluses 
(i.e., compensation far exceeded costs) whereas others showed marked 
deficits. Naturally, distributors who experienced deficits argued for in- 
creasing the fee values. However, from the manufacturer's perspective, 
fee increases have a multiplier effect on the firm’s total payment, since 
the same fees apply to all distributors, not just those distributors show- 
ing a deficit. The firm was, therefore, interested in developing a system 
atic and “equitable” fee-setting approach that covers distributors” costs 
while simultaneously reducing disparities in overcompensation. 


22 Problem definition and formulation 


о address the fee-setting decision, we developed a linear program- 
ming model that incorporates both market conditions (i.e., commercial 
rates) and cost considerations via constraints. The model uses data on 
commercial freight rates to generate upper and lower bounds on permis- 
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sible fee values. And, instead of allocating costs to individual deliveries, 
the model employs constraints to ensure that the total expected weekly 
compensation for each distributor equals or exceeds anticipated costs. 
We next formally define the fee-setting problem and develop its mathe- 
matical formulation, 

We are given J weight ranges and J distance ranges that define the 
rows and columns of the fee table. For i = 1,2,...,I, the {f weight range 
corresponds to all delivery weights belonging to the pre-specified inter- 
val [иң, wis); Similarly, for j = 1,2,...,J, the given interval [d;, бат) 
defines the distances corresponding to the j^^ distance range. Suppose 
the firm uses K distributors, indexed from k = 1 to K, to deliver its 
products. Each distributor А serves a pre-assigned set of stores. For each 
store, we know the store’s distance from its assigned DC (and hence the 
distance range corresponding to deliveries to this store), and the proba- 
bility distribution of weekly demand (expressed in terms of total weight 
of products ordered by the store). Using this information, we can com- 
pute, for each distributor, the expected number of deliveries per week 
that fall within each distance and weight combination in the fee table 
(see Balakrishnan et al., 2000, for details of this computation). Let ар 
denote this expected number of weekly deliveries by distributor & that 
fall within weight range i and distance range j. 

Our model requires an estimate of each distributor's expected total 
cost per week, denoted as Су, to deliver orders to its assigned stores. 
This estimate might include the fixed costs of delivery resources such as 
trucks and drivers, operational costs for fuel, maintenance and insurance, 
contingency costs if demand exceeds truck capacities, and a reasonable 
profit margin. Section 3 describes one approach to estimate this cost 
using a detailed model of delivery activities; alternatively, the estimate 
might be based on historical data. 

The fee-setting model must decide the fee value for each cell of the 
table. Let фу represent the fee value selected for weight range { and 
distance range j. The fee values must be monotonically increasing, i.e., 
fees must increase as distance or weight increases. Moreover, to assure 
acceptance of the fee values by distributors, the firm might wish to re- 
late these values to commercial freight rates by imposing appropriate 
upper or lower bounds on the individual fee values. Let [;; and шу de- 
note these exogenous minimum and maximum permitted fee values for 
cell (i, j) of the table. Finally, cost coverage requires that, for each 
distributor, the total expected compensation must equal or exceed cost. 
For convenience, we define an auxiliary decision variable s, denoting 
the expected surplus (i.e., expected compensation minus cost) for each 
distributor k = 1,2,..., K. The model can be specified using two alter- 
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native objective functions. To develop a compensation scheme that is 
'equitable" across distributors, we might choose to minimize the maxi- 
mum surplus among all distributors. Alternatively, from the perspective 
of the manufacturing firm, we might minimize the firm's total expected 
weekly payments to all distributors, or equivalently minimize the sum 
of distributor surpluses. Both of these objectives are easy to model. To 
illustrate the problem formulation, we consider the latter minsum ob- 
jective function, and represent the fee-setting decision problem as the 
following linear program [FSP] 


[FSP] 
РЕ £ 
minimize УУ з (9.1) 
[1 


subject to: 


Ld 
Cost Coverage: У Y, aijngiy — Sk = Ck, 


e 
Monotonicity : DELE 
Hj 2 dins 

Fee Bounds lij $ 9j S tus, 
 Nonnegativity : gg s > 0, 


The objective function (9.1) minimizes the sum of distributors” ex- 
pected surpluses (and hence the firm's expected payments). Constraints 
(9.2) ensure cost coverage for all distributors. The first term on the left- 
hand side of this equation represents the expected weekly compensation 
that distributor & receives. Since the surplus variable s, must be поп 
negative (9.6), equation (9.2) ensures that the total expected compen- 
sation exceeds the distributor's anticipated cost Cj. Constraints (9.3) 
and (9.4) specify that fee values must increase with weight and distance, 
and constraints (9.5) impose the upper and lower bounds on fee values. 
Formulation [FSP] is simple, yet remarkably versatile. First, although 
delivery quantities are stochastic, the model captures the impact of this 
stochasticity on distributor compensation, i.e., it accounts for the vari- 
ability in stores’ orders in computing the fees that distributors receive. 
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Second, the model can easily accommodate the alternative minmax ob- 
jective of minimizing the maximum surplus over all distributors. Third, 
the model can also incorporate a variety of additional constraints to con- 
trol the “shape” of the fee function (with respect to weight and distance), 
For instance, we can specify minimum and maximum permissible fee in- 
crements from one range to the next, and impose concavity constraints 
that ensure scale economies in weight or distance. Finally, we can easily 
adapt the model to represent alternative fee structures that specify in- 
cremental fees per mile or pound, rather than the fixed fee gj, in each 
cell of the table. Balakrishnan et al. (2000) discuss these enhancements 
in detail 


23 Model application and impact 


The fee-setting linear program [FSP] is easy to implement and solve 
using standard linear programming packages on a personal computer. 
As we mentioned in Section 1, the manufacturing firm had recently up- 
graded its information system to integrate both internal and external 
operations (e.g.. order processing, point-of-sale and distribution trans- 
actions). Consequently, sales and shipment data for each store were 
relatively easy to obtain. The firm generated estimates of distributors” 
total costs based upon the results of an activity-based model as well 
as detailed financial data provided by its distributors as part of their 
partnership arrangements. Bounds on fee values and increments were 
determined from representative commercial freight rates. 

Based on these inputs, the model generated a new fee table that not 
only provided more equitable compensation to distributors but also re- 
duced the firm's total expected payments compared to the option of 
using the firm's current (manually chosen) table. In particular, us- 
ing the current table, expected distributor surpluses ranged from 0 to 
59% above cost. The optimized table (using the current ranges) ensured 
better parity among distributors by reducing the maximum surplus to 
under 28%, and simultaneously decreasing the firm's total expected pay- 
ments by over 12%. Iterative application of the [FSP] model for different 
choices of weight and distance ranges led to further improvements in the 
fee table. Balakrishnan et al. (2000) present a more detailed discussion 
and interpretation of these results. A year after the optimized fee table 
was introduced, the distributors were supportive of the new fee-setting 


"Duc to cost increases, the fee values in the current table had to be inflated to ensure that 
mo distributor makes а loss. 
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approach, prompting the firm to apply the optimization-based approach 
again to revise fee values. 

In addition to these tangible benefits, the model provided a structured 
framework for managers to think about fee setting. Modeling constructs 
such as the cost coverage and fee credibility constraints facilitated man- 
agers’ understanding of the structure of the fee-setting problem, its eco- 
nomic impact, and the complicated interrelationships among fee values. 
‘The [FSP] model shows how to obtain an accurate representation of dis- 
tributor compensation by explicitly incorporating demand variability, 
and also provides diagnostic capabilities. By comparing distributor sur- 
pluses, planners can identify “inefficient” distributors whose operations 
and costs necessitate higher fees than do other distributors, Such analy- 
ses might suggest operational improvement initiatives, or perhaps even a 
reassignment of stores to distributors. The model also greatly facilitates 
sensitivity analysis. For instance, it permits studying the behavior of 
compensation as a function of variability in store demands. This type 
of analysis revealed that, under some circumstances, total compensation 
can actually decrease as demand variability increases. This counter- 
intuitive behavior occurs because, as demand variability increases, а 
higher proportion of demand might fall in lower weight ranges; if the 
fee values for these lower ranges are significantly smaller, then total fees 
paid to a distributor will decrease 

In summary, the fee-setting model proved to be an effective deci- 
sion tool to support compensation negotiations with distributors. This 
model, which has not been previously addressed in the literature, is 
applicable to a variety of partnership settings where a uniform compen- 
sation scheme, based upon fee tables, is needed. The model also opens 
avenues for further research on compensation design. The [FSP] model 
focuses on fee setting, assuming that the weight and distance ranges are 
pre-specified. At a higher level, one can consider а model that simul- 
taneously incorporates both range selection and fee setting decisions, 
Although easy to formulate, this problem is non-linear and therefore 
much more difficult to solve. Developing effective solution methods for 
this problem is a promising direction for further research. 


3. 


Distribution Planning for Scheduled 
Deliveries with Uncertain Demand 


The estimates of each distributor's expected weekly cost to meet deliv- 
ery obligations serve as critical inputs for the fee-setting model described 
in Section 2. The manufacturer would like to accurately estimate these 
costs, both to ensure that distributors’ operations are efficient and to 


Coordinating the Distribution Chain: New Models for New Challenges — 211 


reduce the overall fee payments needed to cover costs. In turn, these 
costs depend on the distributors’ resource levels and delivery activities. 
Specifically, distribution costs consist of fixed costs for delivery resources 
(e.g., trucks and drivers) plus activity-dependent costs (e.g., costs that 
depend on trip mileage and duration). In addition, since big-box retail- 
ers’ order sizes vary from week-to-week, deliveries to stores might entail 
extraordinary costs to accommodate unusually high demands. Conse- 
quently, accurate cost estimation requires modeling each distributor's 
operations. In this section we describe a distribution planning model 
that can support distributors’ tactical decisions (e.g., acquisition and de- 
ployment of delivery resources), and can also serve as a cost estimation 
tool for the manufacturer. Given the stores served by each distributor 
and their projected demands, the cost-minimizing model incorporates 
resource-sizing decisions (i.e., choosing the appropriate truck fleet size), 
and determines a set of truck routes for each day of the week in or- 
der to meet all stores’ demands. The manufacturer and its distributors 
can use the model to provide cost and efficiency benchmarks, assess the 
impacts of demand variability, and identify opportunities for improving 
distribution operations. 

This section focuses largely on motivating and developing the distribu- 
tion planning model, and only briefly discusses our implementation of a 
particular heuristic solution approach (based on genetic algorithm search 
techniques). Three characteristics of our distribution planning problem 
differentiate it from existing deterministic and stochastic vehicle rout- 
ing problems in the logistics literature: (i) store deliveries must follow a 
fixed schedule; (ii) when demand is high, the distributor can use contin- 
gency resources to make deliveries, i.e., demand can "overflow" or exceed 
truck capacity, but at a cost; and (iii) since the same truck can serve 
different routes on different days, the model must incorporate “delivery 
calendaring,” i.e., assigning truck-routes to days of the week. Section 3.1 
reviews the big-box retailers’ delivery requirements, and discusses their 
implications for efficient delivery strategies. In Section 3.2, we formally 
define and formulate the distribution planning problem as a stochastic 
optimization model. Section 3.3 briefly discusses an embedded overflow 
optimization subproblem needed to compute the cost coefficients for the 
model, and Section 3.4 outlines a genetic algorithm that we developed 
to approximately solve this problem. Section 3.5 reports preliminary 
computational results. 
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3.1 Distribution challenges and delivery 
strategies 
Distributors face several challenges in meeting the big-box retailers’ 
stringent supply requirements to support their high-volume, high-variety 
sales strategy. Prom the delivery planning perspective, the following 
three requirements are important 


1 Scheduled deliveries: each store requires periodic (typically weekly) 
deliveries, on the same day(s) and time each week. 


Unconstrained order quantities: stores can order items in any de- 
sired quantities, without limits on minimum or maximum order 
sizes; orders can be placed as late as the day before a scheduled 
delivery. 


3 Single, consolidated delivery: orders placed before each scheduled 
delivery must be delivered fully on a single truck-unless the order 
size exceeds a full-truckload 


Stores require single, scheduled deliveries due to the bottlenecks they 
face at their unloading docks. Since stores stock a wide variety of prod- 
ucts supplied by numerous manufacturers, and since they require fre- 
quent deliveries (in small lot sizes) to minimize inventories, their loading 
docks are highly congested. Consequently, they require tightly coordi- 
nated deliveries from suppliers. 

To illustrate the scope of distributors" operations, consider the require- 
ments facing one distributor whose operations we studied in detail. This 
distributor supplied 67 stores within a 325-mile radius from the ware- 
house. The average distance from warehouse to store was 130 miles. 
Over 95% of these stores required one delivery per week; a few larger 
stores required multiple deliveries per week, while three small stores or- 
dered products only once every two weeks. On average, stores ordered 
approximately 5,400 pounds", or one-eighth of a truckload, per delivery. 
But, order quantities varied widely from week-to-week. The coefficient 
of variation of demand (defined as the standard deviation of order weight 
divided by mean order weight), averaged across all 67 stores, was ap- 
proximately 0.85; the ratio of maximum to mean order quantity ranged 
as high as 6.3 for a single store, 

Let us now examine the implications of these delivery requirements in 
terms of viable strategies for the distributor. Since stores often order far 


Since the products are quite dense, truck capacities are constrained by the total weight 
rather than volume of products. 
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less than a full truckload and since they can be quite distant from the 
warehouse, visiting just one store on each trip is not cost effective. In- 
stead, the distributor operates "milk runs" or multi-stop delivery routes, 
originating at the warehouse. We refer to the subset of stores served on 
а route under "normal" circumstances (i.e., when the total actual de- 
mand of these stores does not exceed the truck's capacity) as a group. 
Since each store requires delivery at the same time each week, the store. 
groups are static. That is, the set of stores to be served on a route does 
not change from week to week. 

If the weekly order quantity for each store were constant, then a de- 
terministic vehicle routing algorithm (incorporating truck capacity con- 
straints) might prove adequate to decide optimal (cost minimizing) store 
groups and truck routes. Even in this scenario, however, the model 
should incorporate fleet sizing and scheduling decisions, i.e., assigning 
groups to days of the week, and assigning trucks to groups in order to 
minimize the number of trucks needed to meet all delivery needs. On 
the other hand, if stores did not insist on strict delivery times but in- 
stead permitted deliveries at any time during their scheduled delivery 
day, then the distributor could dynamically decide the store groups and 
store visitation sequences each day-after observing demands. In this 
case, the associated planning decision consists of deciding the number of 
trucks to acquire in order to meet the total daily delivery requirements; 
а newsvendor type model might be appropriate for this problem. The 
big-box distribution context, however, is more complex than either of 
these two scenarios because order sizes vary significantly from week to 
week and stores will accept deliveries only at the scheduled time. 

Distributors might employ two broad strategies to cope with vari- 
ability in stores’ demands while providing scheduled delivery services 
‘maintaining safety capacity or using contingent capacity. The safety са- 
pacity approach refers to planning for some buffer capacity in the truck 
by selecting store groups such that, on average, the total weekly demand 
for the group is less than the capacity of the truck. Note that this strat- 
egy reduces the capacity utilization of trucks. Contingent capacity refers 
to the option of opportunistically using external resources-short-term 
truck rentals and temporary drivers or third-party delivery services-to 
handle demand overflow. That is, ifon a particular day the total realized 
demand for all stores in a group exceeds the capacity of the regular truck 
(the distributor-operated truck that is assigned to this group), then the 
distributor “offloads” some of the stores from the regular truck, and uses 
outside resources to deliver to these stores. Embedded in this strategy 
are decisions regarding which stores to offload for each combination of 
store demand realizations, and how to route the trucks to cover the ac- 
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tual stores assigned to them. Distributors incur higher costs when they 
offload deliveries to outside sources compared to their regular delivery 
costs, i.e., contingent capacity is more expensive than regular capacity. 
Note that the safety capacity and contingent capacity strategies are not 
mutually exclusive, i.e., the distributor might plan for some buffer ca- 
pacity in trucks while simultaneously relying on outside resources for 
high-demand scenarios. 

Having examined the delivery constraints facing the distributor, and 
the delivery strategies to meet these constraints, let us now examine 
the distributor's cost structure. Weekly distribution expenses consist of 
regular costs to own and operate the distributor's delivery resources, 
and overflow costs when demand exceeds truck capacities. Regular 
costs have two components: fixed costs including truck leasing expenses, 
insurance, driver salaries, and administrative overhead, and activity- 
dependent costs that depend on actual mileage and duration of delivery 
routes such as gasoline costs, mileage charges, and overtime costs. Route 
duration includes both driving time and the time needed to unload or- 
ders at each store, and so activity-dependent costs can also depend on 
the number of stores visited on a route. Overflow costs can include 
a fixed cost for each overflow occurrence as well as activity-dependent 
components. If overflows are handled by renting trucks temporarily, the 
fixed cost might represent the daily truck rental charge. On the other 
hand, if the distributor relies on a commercial package delivery service 
or a less-than-truckload carrier for overflow deliveries, then the over- 
flow cost might be additive across stores, depending only on the delivery 
weight and distance from the warehouse to each individual store. Due 
to demand variability, only the fixed regular costs for a given distri- 
bution plan can be determined with certainty; activity-dependent costs 
and even the fixed portion of overflow costs will not be known until de- 
mands are realized. Since stochastic demands cause uncertainty in costs 
a priori, we minimize expected weekly costs during the planning phase. 

To cost-effectively satisfy stores’ service requirements, distributors 
must carefully plan their acquisition and deployment of resources. Reg- 
шаг fixed costs depend on resource acquisition or capacity planning de- 
cisions. Because activity-dependent routing costs and contingency costs 
are also significant (accounting for more than one-third of total delivery- 
related costs for the distributor we studied), the capacity-planning de- 
cisions should be made in conjunction with detailed routing consider- 
ations, and should reflect the impact of stochastic demands. When 
making these planning decisions, distributors face numerous complex 
tradeoffs. What is the best compromise between maintaining safety 
capacity and using contingent capacity? Should stores with relatively 
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stable demands be grouped together so that these groups have minimal 
overflows, or should each group contain a mix of stable- and variable- 
demand stores? Should stores near the distribution center be grouped 
onto one route, or should such stores be dispersed across routes to serve 
as convenient stores to remove from routes when overflow occurs? To 
provide answers to such questions, we next propose a quantitative model 
that considers both resource capacity planning and resource deployment. 


32 Problem definition and formulation 


Given the set of stores served by the distributor, their respective lo- 
cations, delivery frequencies, and demand (probability) distributions, 
we wish to minimize the distributor's expected weekly distribution ex- 
penses, including regular and overflow costs, to meet these demands. 
Costs depend on the following interrelated tactical decisions 


= Resource (fleet and driver) sizing: deciding the number of regular 
trucks to acquire, and number of full-time drivers to employ; 

= Store grouping: forming groups of stores to be served by regular 
truck routes; 


= Truck assignment: assigning each chosen group to an available 


(regular) truck; and, 


igi 


a Delivery calendaring: deciding the day of the week on which each 
group will be served. 


For simplicity, let us assume that each store requires one delivery per 
week.’ Since stores require single, consolidated deliveries, we must assign 
each store to exactly one group. Store grouping decisions might be 
constrained in various ways. For instance, human resource policies might 
dictate that a regular tour cannot extend more than two days; in this 
case, each group must be chosen such that a truck can visit and drop off 
loads at all stores in the group and return to the warehouse within two 
days. Similarly, for operational reasons, the distributor might impose 
an upper limit on the number of stores in each group. The delivery 
calendaring decision, in conjunction with the truck assignment decisions, 
must ensure that trucks are only assigned to one group at a time. Again, 
this decision might be constrained if individual stores have requested 
deliveries on specified days of the week.* 


ЯГа store requires multiple deliveries in a week, we can equivalently replicate the store so 

that each replicate orders once per week. 

“Negotiating delivery day and time with stores might be an iterative process. Based on 
nt plans, the distributor might propose the delivery day and time to each store. If the 
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The expected activity-dependent costs for regular trucks and expected 
overflow costs depend on several factors: store grouping and truck as- 
ignment decisions, variability in store demands, and the policies used 
for truck routing and overflow handling. These latter policies include 


= offloading policy: deciding which stores to offload from the regular 
truck when total realized demand for a group exceeds the assigned 
regular truck's capacity; and, 


m visitation sequencing policy: deciding how to route (regular and 
possibly overflow) trucks once stores have been offloaded. 


We will later elaborate on the cost tradeoffs that these policies must 
consider. For brevity, we will refer to the activity-dependent costs for 
regular trucks as regular routing сом. 

Our model assumes that the regular routing costs and overflow costs 
are separable by group. That is, for a particular group, these costs de- 
pend only on the stores assigned to that group (and the associated truck 
assignment, as well as the offloading and visitation policies), indepen- 
dent of store assignments to other groups. The offloading policies that 
distributors use in practice support this assumption. For instance, sep- 
arability of regular routing costs holds because tight delivery-scheduling 
constraints preclude assigning an offloaded store from one group to an- 
other group (for which the regular truck might have available capacity) 
scheduled for the same day. Similarly, overflow costs are separable if 
istributors do not combine offloaded stores from different groups into 
ingle overflow route, or if the cost of overflow deliveries to individual 
stores are additive. 

We next present a mathematical formulation of the distribution plan- 
ning problem with stochastic demands and scheduled deliveries, abbre- 
viated as the DPSS problem. Let i = 1,..., index the п stores that 
а given distributor must serve. Trucks can be of different types, with 
varying capacities and different fixed and operating costs. For each 
truck type, suppose we can determine the maximum number of regu- 
lar trucks needed of that type, using, for instance, rough-cut overall 
demand-capacity analysis or industry norms. Let K denote the total 
number of candidate regular trucks (over all truck types) needed to serve 
the т stores. We index the candidate trucks from k = 1,..., K, and as- 
sociate a truck type with each truck index КЕ. Let Ру denote the fixed 
cost (per week) for truck k, and let By be truck К^ capacity. Suppose 


lore cannot accommodate this schedule, the distribution plan needs to be revised so that 
the group containing that store is assigned to the required day 
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we enumerate all feasible groups of stores, and index these groups from 
g = 1,...,m. A group of stores is feasible if it meets restrictions on 
tour duration and group size, as well as other requirements (e.g., we 
might require that two proximate stores must always be assigned to the 
same group, or two distant stores should never be assigned to the same 
group). For i sn, let G(i) be the set of all groups g that include 
store i. 

Let Сук and Dog denote, respectively, the expected regular routing 
cost and expected overflow cost to serve all stores in group g if regular 
truck kis assigned to this group. We defer discussion on how to compute 
these costs in order to first present the overall DPSS formulation. To 
simplify the exposition, we assume that a truck can be assigned to at 
most one group on any day of the week. If T denotes the number of 
days of the week when stores accept deliveries (eg. T = 5 or 7), let 

1,...,T index the available delivery days in the week. 
To model the various decisions of the DPSS problem, we define the 
following binary decision variables: 


Group selection: у, = 1, if we select group g, and 0 
otherwise, for all g 


Group-truck-day 
assignment: тщ = 1, if we assign group g to truck k for 
deliveries on day t, and 0 otherwis 


for all к = 1... G k= LK 
and = 1,...,T; and, 

Truck selection: z=1, ifwe acquire truck k, and 0 
otherwise, for all k = 1,..., К. 


Using these decision variables, we can formulate the DPSS problem as 
follows: 


IDPSS] 


K т К т 
minimize $ Рак 2, È (Co + Р) È ote (9.7) 
а ЕЕЕ ёа 


subject to: 
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Store assignment : У и i=1,...,0, (9.8) 
E 
кт 

Group assignment: Ў Уу зам = уһ 9 (9.9) 
а 

Truck assignment м<,  k-loaK, (9.10) 

t=1,...,7, and 
Integrality Zokt Ug. Ек € {0,1}, for all g,k, and t. (9.11) 


The objective function (9.7) minimizes the total fixed and activity- 
dependent regular costs and overflow costs. The store assignment con- 
straints (9.8) specify that each store must be assigned to exactly one 
selected group. Constraints (9.9) relate the group selection decisions to 
the assignment of groups to truck-day combinations. These constraints 
specify that if we select a group g (ie. if yg = 1), then this group must 
be assigned to exactly one truck-day combination. Note that we can 
incorporate store delivery-day preferences by including only the relevant 
assignment variables, thus reducing the size of the formulation. That is, 
ifa store in group g cannot accept deliveries on day t’, then we can omit 
the variable туш, for all truck indices Е. Constraints (9.10) serve both 
as truck-scheduling restrictions and truck-selection forcing constraints, 
We can assign a truck k to any group and day only if we select the truck 
(бе, if гк = 1); and, if we select the truck, the constraint specifies that 
ме cannot assign it to more than one group on the same дау. 

‘The DPSS model differs from classical deterministic and stochastic ve- 
hicle routing models in several respects; the model considers stochastic 
demands, overflow options, truck-to-route assignments, and delivery cal- 
endaring (i.e., route-to-day assignments). Deterministic vehicle routing 
models, for instance, ignore variability in demands, and impose truck ca- 
pacities as hard constraints. Stochastic vehicle routing models typically 
do not incorporate shared resources (trucks) across routes, and ignore 
the delivery calendaring problem (see Bertsimas and Simchi-Levi, 1996, 
Gendreau, Laporte, and Seguin, 1996, and Stewart and Golden, 1983, 
for a discussion of the scope of stochastic vehicle routing models found 
in the literature). 

The distribution planning problem is a large-scale stochastic integer 
programming problem with recourse (see Birge and Louveaux, 1997, 
Higle and Sen, 1996). Under the stochastic programming framework, 
decisions regarding which trucks to choose and how to group the stores 
constitute the first stage decisions. The recourse decisions entail de- 
termining, for each possible realization of store demands, which stores 
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to offload and how to route regular and overflow trucks to minimize 
the regular (routing) and overflow costs. Formulation [DPSS] explicitly 
represents the first stage decisions of group and truck selection and as- 
signment The costcoefficients С and Dg reflect the expected costs 
of the second stage overflow offloading and (regular and overflow) truck 
routing decisions. Stochastic integer programming problems are noto- 
riously difficult to solve. Note that the number of feasible groups, m, 
in formulation [DPSS] can be exponential in the number of stores. The 
structure of formulation [DPSS] suggests using a column generation ap- 
proach to solve the problem or its linear relaxation. As we discuss next, 
the costcoefficients Ск and Dyp for each group can be difficult to com- 
pute since they entail solving subproblems that are equivalent to or more 
difficult than the traveling salesman problem. 


33 Determining the expected routing and 
overflow costs 


Our cost separability assumption implies that we can compute regular 
routing costs and overflow costs independently for each group g. Given 
the set of stores in a group, the corresponding regular and overflow 
costcoefficients Сук and Dj, depend on several factors-the underly- 
ing cost drivers (e.g., delivery weights and driving distances), overflow 
handling policies, and visitation sequencing. Estimating the cost co- 
efficients, therefore, entails solving an embedded op п problem 
їп order to select routing and overflow handling policies that minimize 
Сук + Dy for cach store group g and assigned truck k. We refer to this 
embedded problem as the overflow optimization subproblem®, and note 
that it is a stochastic optimization problem because it must consider the 
random variations in store demands. 

Let us now consider some overflow modeling assumptions and options 
that apply to the big-box distribution context. In this setüng, tight 
delivery schedules and large distances between the warehouse and cer- 
tain stores prohibit regular trucks from handling overflow demand. So, 
when an overflow occurs, the routing cost for the regular truck is propor- 
tional to the travel distance (and time) to serve only those stores that 
have not been offloaded. In contrast, Gendreau, Laporte, and Seguin 
(1996) consider a vehicle routing problem with stochastic demands in 
which, if the total demand for all stores in a group exceeds the truck 
capacity, the regular truck returns to the warehouse for reloading at 


"Note that, although we refer to the subproblem as the “overflow” optimization problem, it 
alsodeterminesthe activily-lependent components, С, of regular costs 
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appropriate intermediate points in the route. Gendreau et al. assume 
that the (regular) truck visits the stores in the same sequence regardless 
of the actual demand realization. We make a similar static visitation 
sequence assumption for the big-box distribution context. Our overflow 
optimization model decides the relative order in which stores must be 
visited. When an overflow occurs and stores are selected for regular and 
overflow deliveries, the truck (regular or overflow) follows the specified 
visitation sequence but only visits those stores to which it must deliver. 
his assumption is appropriate for big-box deliveries since there is little 
opportunity to dynamically vary the visitation sequence because stores 
are not willing to accept deliveries before or after their scheduled time. 
‘Two other problem characteristics determine the structure of the over- 
flow optimization model-the offloading policy, and the overflow cost 
structure. We next discuss the choices along each of these dimensions. 


a Offloading policy: To decide which stores to offload when an over- 
flow occurs, we might use either а static offloading policy or a 
dynamic offloading policy. Under a static policy, the sequence in 
which stores from the group must be offloaded is predetermined (by 
the overflow optimization model); when an overflow occurs, stores 
are offloaded in this specified sequence until the demand for the 
remaining stores is less than or equal to the regular truck's capac- 
ity. In contrast, dynamic offloading policies make state-dependent 
offloading decisions based on the actual store demand realizations. 
Dynamic offloading policies are likely to be more cost-effective; 
but, they vastly complicate the overflow optimization problem, 
and can be difficult to implement 


* Overflow cost drivers: Overflow costs might be either route-based 
or store-based depending on the outside delivery service option 
that the distributor uses for overflow deliveries. With route-based 
costs, the overflow delivery cost depends on the actual distance 
that the truck travels and/or the actual duration (including un- 
loading time at stores) of the route. In contrast, with a store-based. 
cost structure, the delivery cost decomposes by store, i.e., the cost 
to deliver to a subset of stores is the sum of costs for delivering to 
each store. This store delivery cost might depend on the weight of 
items delivered and the store-to-warehouse distance-similar to the 
tariff structure that commercial carriers use for less-than-truckload 
shipments. Note that store-based cost structures simplify the over- 
flow optimization problem, making overflow delivery sequencing 
decisions irrelevant. 
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For our tactical planning model, we will assume that the distributor uses 
a static offloading policy. In this class of policies, we highlight one par- 
ticularly interesting offloading rule that relates the offloading sequence 
to the visitation sequence. This rule, which we call the reverse visitation 
tule, offloads stores in reverse visitation order. That is, when an overflow 
occurs, stores are offloaded in last-visited-first-offloaded order until the 
remaining demand fits in the regular truck. Note that, by returning to 
the warehouse for reloading at intermediate points in the fixed vi 
tion sequence, Gendreau et al.'s model implicitly follows this offloading 
rule. The reverse visitation rule is easy to implement in practice, and be- 
cause this policy assigns "contiguous" stores from the original visitation 
sequence to both the regular and overflow trucks, it avoids additional in- 
termediate truck idle time between scheduled store deliveries. Moreover, 
making the offloading rule a function of the visitation sequence elimi- 
nates one set of decisions, thus simplifying the overflow optimization 
problem. 

The overflow optimization problem entails deciding the static visita- 
tion and offloading sequences that minimize the expected routing plus 
overflow costs to service the stores in the group. We do not present a 
formal mathematical formulation for this problem, but instead examine 
one of its ingredients, namely, how to compute the expected costs for a 
given (static) visitation sequence and offloading sequence (not necessar- 
ily the reverse visitation sequence). Let L denote the number of stores 
in the group. Suppose we index the stores from 1 to L in the order in 
which they will be offloaded if we follow the given offloading sequence, 
i.e., in the event of an overflow, store 1 is offloaded first, and so on. For 
1=0,...,L, let Ry = {L+ 1,....} denote the set of stores that the 
regular truck services when 1 stores are offloaded; let O; = (1,...,l) be 
the complement of Ry, i.e., the set of offloaded stores. For expositional 
convenience, assume either that the overflow costs are store-based or 
the overflow truck has unlimited capacity (so that at most one overflow 
truck is needed for any group on a given day). For | = 0,..., L, let cy 
and d; denote, respectively, the expected cost for the regular truck апі 
the expected overflow cost if stores are offloaded. The regular cost с 
is easy to compute since the visitation sequence is given (otherwise, we 
must solve a traveling salesman problem over the set of locations №) 
Similarly, if overflow costs are route-based, the given route determines 
the value of dj. If overflow costs are store-based, then dy is the sum of 
expected delivery costs to each store in Оу, which depends only on the 
stance and the probability distribution of demand 
for each store. Now, let рц, denote the probability that exactly [ stores 
will be offloaded (i.e., the probability that the total demand for all the 
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stores in the set Ry is less than or equal to the truck capacity By, and 
adding the demand of the А offloaded store exceeds the truck capac- 
ity). Then, the expected regular and overflow costs corresponding to the 
given visitation sequence and offloading sequence are: 


n В 
Cox = Y pien and Рл = È pudi (912) 
rj 


The overflow optimization subproblem requires deciding the visitation 
and offloading sequence that minimizes the sum of these two expected 
Costs. In our solution procedure, described in the next section, we do 
not solve the overflow subproblem optimally, but instead use heuristic 
rules to decide visitation and offload sequencing. 


34 Genetic algorithm for the DPSS problem 


As our discussions in Section 33 suggest, solving the DPSS problem 
optimally is practically impossible. The problem has a vast number 
of decision alternatives (c.g. store groupings, group-truck-day assign- 
ments), and even computing the expected cost for a given store group 
and truck assignment can be intractable. We, therefore, developed a 
genetic algorithm (GA) (see, for example, Goldberg 1989) that itera- 
tively generates distribution plans (store groupings and group-truck-day 
signments). We provide only a sketch of the algorithm here, omitting 
several details of our implementation. 

Since the number of regular trucks needed varies only within a rela- 
tively small range, our GA does not incorporate fleet sizing decisions, but 
takes as input the desired number of trucks. By changing the fleet size 
and reapplying the GA, we can determine the number of trucks needed to 
achieve the lowest-cost solution. The central algorithmic decision when 
applying GA to any optimization problem concerns the representation of 
feasible solutions as genes. Let K denote the desired number of trucks, 
and let T be the number of delivery days in a week. For expositional 
convenience, we assume that each truck can handle at most one multi- 
stop route each day; some routes might require multiple days. Instead 
of considering group-truck combinations as in formulation [DPSS], we 
now consider truck-day combinations. We index the truck-day combina- 
tions from j = 1 to KT, starting with the first day for the first truck; 
thus, the index j corresponds to using truck number k = [j/T] on day 
t = j mod (T). Note that the number of truck-day combinations, KT, 
also serves as an upper bound on the number of groups that will be cho- 
sen. If m denotes the total number of stores served by the distributor, we 
represent the gene as an integer vector V of length т. The j'^ position 
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of this vector (the i allele) can take any integer value v(i) between 1 
and KT; this value represents the index of the truck-day combination 
assigned to store j, Thus, all stores assigned to the same truck-day com- 
bination constitute a group. If the full route to cover all of the stores 
in a group assigned to truck jc on day ¢ takes multiple days, then day £ 
represents the starting day for the route. 

The value or fitness function of a gene specifies the total regular and. 
overflow costs for all of the grouping, truck assignment, and scheduling 
choices implied by the alleles of the gene. Thus, evaluating the fitness 
of each gene requires solving the overflow optimization problem for each 
group-truck assignment that the gene selects. The value also includes 
penalties for violating constraints on group sizes and tour durations. For 
instance, if the distributor specifies that a group can contain no more 
than 10 stores, then any gene that assigns more stores to a group receives 
ahigh penalty. Similarly, we use penalties to preclude tours that require 
more than two days. We also assign a high penalty if one group requires 
a two-day route, and the truck assigned to this group is also assigned to 
start deliveries to another group on the second day. 

Starting with an initial generation of genes, the GA generates succes- 
ive generations through the standard neighborhood-defining operations 
of crossovers, mutation, and selection (see Goldberg, 1989). For the 
DPSS application, mutation corresponds to randomly changing the cur- 
rent value v(i) of an allele in a particular gene to another value between 
1 and KT. Crossovers correspond to interchanging a range of allele 
values between pairs of randomly chosen genes. Given a generation of 
genes, members in the next generation are selected based on the fitness 
values for the members and their neighbors from the previous genera- 
tion. The method stops when the best solution does not improve over 
successive generations or upon reaching the maximum specified number 
of iterations. 


аз GA implementation 


We implemented the GA on a personal computer, using C++. Our 
implementation does not solve the overflow optimization problem op- 
timally in the algorithm's fitness evaluation module. Instead, we in- 
corporate heuristic rules to select the (static) visitation and offloading 
sequences, and apply a method similar to the approach used to derive 
the cost expressions in (9.12) to estimate the expected routing and over- 
flow costs for each group-truck combination. Because the big-box stores 
tend to be co-located within major population centers, the topology of 
the distribution network resembles a tree network connecting dense store 
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clusters. These store clusters are relatively easy to identify by imposing 
limits on the diameter of each cluster and visually examining maps of 
a distributor's coverage region. Given the group of stores to be covered 
оп a route and the "cluster" to which each store belongs, we used а 
simple "sweep heuristic to decide the sequence in which to visit the 
clusters. Approximations of inter-cluster and intra-cluster distances, 
together with estimates of average driving speeds, simplify route dis- 
tance and duration calculations. We tested various alternative offloading 
policies-offloadinglargest demands first, offloading closest stores first, 
and offloading in reverse visitation order; based on preliminary results, 
же chose to use the reverse visitation rule. Note that, although we used 
approximate procedures, ће GA framework permits using more sophis- 
ticated fitness evaluation routines, including exact methods to solve the 
overflow optimization subproblems. 

Based on our analysis of weekly demand patterns, we assumed that 
store demands are normally distributed; the mean and variance of de- 
mand for each store were estimated from historical data, Our routing 
and overflow-costing model assumes that store demands are indepen- 
dent. When analyzing route overflow conditions, we permit using mul- 
tiple (capacitated) overflow trucks per store group, up to a maximum 
number. For our data set, we found that the likelihood of requiring five 
or more overflow trucks was negligible, and therefore limited the number 
of overflow trucks per store group to five. 

Based on preliminary computational experiments, we chose the re- 
quired GA parameter settings such as crossover and mutation probabil- 
ities. We did not attempt to systematically compare the relative perfor- 
mance of competing GA approaches, or to fine-tune the performance of 
the algorithm. Our immediate goal was rather to simply apply a stan- 
dard genetic algorithm for the purpose of answering the two primary 
questions that motivated the distribution planning exercise: 


= can we accurately estimate distributors" delivery costs via a ro- 
bust model-based approach, considering all the associated problem 
complexities, including stochastic demand?; and, 


a does the extent of retail store-order variability significantly influ- 


ence distribution costs? 


3.6 Preliminary computational results 


Our initial efforts during the model-testing phase focused on model 
validation, The manufacturer had previously developed planned routes 
using a deterministic route-optimization software package and, working 
with distributors, had derived cost estimates for each route using a de- 
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tailed activity-based costing approach. For the distribution operation 
(covering 67 stores) that we studied, we first applied our fitness function 
evaluator to the manufacturer's planned routes. Inputs to the evaluator 
included actual store locations and underlying cost parameters (e.g. per- 
mile and per hour costs for regular and overflow deliveries, truck fixed 
costs) provided by the manufacturer. Assuming (as the manufacturer's 
cost estimation method did) that store demands are deterministic (and 
equal to their average demands), the costs predicted by our model for 
the store groups proposed by the manufacturer were remarkably close 
to the manufacturer's estimates-the costs differed by less than two per- 
cent. These results confirmed that our modeling approximations (e.g.. 
store clustering and using the sweep heuristic for visitation sequencing) 
were appropriate. 

Next, using the planned routes chosen by the manufacturer (derived. 
via a deterministic algorithm), we introduced stochastic demands and 
applied the DPSS model to determine the expected total cost as a func- 
tion of variability. Demand variability can be easily adjusted in the 
model by specifying alternative values for the demand coefficient of vari- 
ation (COV) for all stores served by the distributor. Figure 9.1 shows 
how expected total cost varies as demand becomes increasingly uncer- 
tain; distribution costs are relatively low when variability is low, but 
increase with variability. When COV increases from 0 to 1, for example, 
total cost increases approximately 20%. Although the building-products 
manufacturer had previously recognized that store-order variability re- 
sulted in high costs for the distributors, the firm found our DPSS model 
particularly useful for quantifying the cost of that variability. 

Finally, we used the GA to generate new near-optimal store groupings 
and truck-day assignments. We wished to compare the expected costs 
of our solutions to the manufacturer's planned routes and also study the 
impact of store-order variability on delivery costs-providing the man- 
ufacturer with results that it could not previously obtain. Figure 9.1 
compares the cost performance of GA-optimized routes with the man- 
ufacturer’s proposed solution. The figure shows results for two choices 
of regular trucks-3 trucks and 4 trucks (the planned routes used by 
the manufacturer assumed 4 trucks for this distributor); for each choice, 
the figure shows the total cost of the best GA solution at each value of 
COV. As these preliminary results suggest, genetic algorithm techniques 
can serve as a powerful method for generating good tactical plans for 
distributing products to big-box stores. 

Our computational tests also showed that distribution plans optimized 
for low levels of variability tended to perform poorly when uncertainty 
increased, whereas plans designed for uncertain conditions were more 
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Figure 9.1. Expected cost of planned routes versus store-order variability 


robust to changing variability. This finding implies that routes derived 
from deterministic routing packages might prove very costly in practice 
because such packages strive for high truck utilization and ignore the 
possible overflow consequences. 


4. Controlling Variability in the Distribution 
System 


The two problems considered in Sections 2 and 3 stressed the need for 
modeling approaches that account for the impact of variability in store 
orders on distributor compensation and delivery costs. Suppliers facing 
high demand variability also require significant investments in inventory 
to meet high customer service level expectations. The building-products 
supply chain context we studied provides an excellent example of the 
burden order variability places on the system. Due to large uncertainties 
in stores’ order quantities, distributors often experience either: 


* insufficient stock and/or transportation capacity to meet the un- 
usually large orders, ог 


a significant amounts of excess stock and idle transportation capacity 
due to unexpectedly small orders. 
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The short delivery lead times and high fill rates required by big-box 
retailers exacerbate these problems, forcing distributors to make last- 
minute arrangements for additional transportation capacity or expedited 
supply shipments at significant added cost. 

‘The majority of supply chain inventory models discussed in the liter- 
ature account for exogenous demand variability when optimizing strate- 
and operational decisions at each stage of the chain (e.g. Clark and 
Scarf, 1960). But, it is equally important to assess the extent to which 
actions and policies of channel members internal to the supply chain un- 
necessarily contribute to increased upstream demand variability, and to 
identify steps to decrease this variability in order to reduce system-wide 
safety stock and transportation costs. In this section, we expand the 
scope of our analysis of distributor-retailer interactions, encompassing 
both inventory and transportation costs, in order to assess the impact of 
demand variability at different stages in а supply chain. However, unlike 
the distribution planning model of Section 3, we take a more aggregate 
view of distribution operations, ignoring the detailed truck routing and 
scheduling issues. 

To study the impact of store ordering policies on system costs, we con- 
sider order variability along two dimensions-SKU variability and load 
variability. SKU variability refers to week-to-week variation in the total 
order amount (measured, say, in pounds) for a particular stock-keeping 
unit (SKU) by all stores served by a distributor. Clearly, this variability 
affects the distributor's safety stock costs for that SKU since safety stock 
is typically proportional to the standard deviation of total weekly de- 
mand. On the other hand, as we have seen in Section 3, transportation 
costs depend on each store's load variability, the week-to-week variation 
in the total weight of all items that the store orders. Note that since 
SKU variability requires aggregation of demand for a particular SKU 
over stores, whereas load variability aggregates demand over items for 
a particular store, it is possible to have high SKU variability for some 
products and still have low load variability (e.g., if а store's orders for 
different SKUs are negatively correlated). 

Our analysis of variability-propagation in the distribution chain be- 
gins with an examination of transactional data history to assess the scope 
of the problem in the building-products distribution network. Section 
4.1 reports the results of our diagnostic analysis, confirming the cost 
burden that stores" variable ordering policies place on distributors. We 
then describe, in Section 4.2, a stylized distribution system model rep- 
resenting the distributor-retailer system, and present variance-damping 
mechanisms intended to increase channel coordination by reducing up- 
stream (i.e., store order) variance in the supply chain. Finally, based 
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on our computational test results, we assess the potential system-wide 
savings from using one of our proposed variance reducing policies. 


41 Variation propagation in multi-stage 
systems: The bullwhip effect 


Recent literature has emphasized the so-called “bullwhip effe 
supply chains-the tendency for demand variability to increase at up- 
stream stages in the supply chain. Lee et al. (1997) cite several factors 
causing the bullwhip effect under rational decision making on the part of 
channel members, and suggest methods (such as information sharing and 
strategic partnerships) to decrease the amount of variance amplification 
in the supply chain (see Simchi-Levi et al. 1999). To assess the extent 
to which the bullwhip effect exists in the big-box distribution chain, 
we first used the available supply chain transactional data to compare 
week-to-week variability in end-customer demand (faced by the stores) 
with the current variability in stores’ order quantities. The data consists 
of detailed POS (point-of-sale) transactions at each store served by one 
distributor, orders from stores to the distributor, and actual shipments 
from the distributor to stores. Of the 67 stores served by the distributor 
during the time frame for our analysis, 62 stores were open for more 
than one year; so, we consider only these 62 stores in our analysis of 
variability 

Let us first compare the load variability in end-customer demand with 
the load variability in store orders. Henceforth, we refer to end-customer 
demand facing the stores as "demand," and stores’ orders to the distrib- 
is “orders;” all quantities are measured in pounds of product. For 
two selected stores, Figure 9.2 shows the total demand, aggregated over 
all SKUs, and total orders received by the distributor from each store in 
each week of a 26-week period. In this figure, we have divided the actual 
demand and order quantities by their respective mean values over the 
26 weeks, and show only the deviation from the mean (i.e. the y-axis 
corresponds to the ratio of each week's demand or orders to its mean). 
As the charts show, while the demand facing each store was relatively 
stable over time for both stores, the orders these stores placed to the 
distributor exhibited much greater variability, especially in the case of 
Store A. 

If с and gy denote a store's standard deviation of weekly orders and 
weekly demand, respectively, then the ratio а/ш measures the store's 
load variability amplification. For Store B, соја equals 2.52 for the 26- 
week period shown in the graph. Store A, with а/а = 5.94, amplifies 
its demand significantly more. 
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Figure 9.2. Illustration of demand variability amplification for selected stores. 


230 SUPPLY CHAIN MANAGEMENT 


Turning to SKU variability, Figure 9.3 shows, for two representative 
SKUs, the total demand at all 62 stores (relative to mean demand) and 
total quantity ordered from the distributor in each week over a 26-week 
period. The amplification of demand variability (measured by the ratio 
of the v to yg, where и and yg denote respectively the standard devia- 
tion of weekly SKU orders and weekly SKU demand for all stores) equals 
approximately 1.5 for SKU 1 and 1.8 for SKU 2. Although amplification 
in SKU variability is not as severe as the amplification of load variability, 
these ratios still represent а 50% increase in the standard deviation of 
orders seen by the distributor for SKU 1 and an 80% increase for SKU 
2, resulting in а costly safety stock burden at the distributor. 

Similar analysis of load and SKU variability for other stores and SKUs 
showed that store ordering practices contributed significantly to vari- 
ability amplification in the upstream stages of the distribution system, 
leading to both disruptions in weekly delivery planning (or increased 
transportation capacity requirements) and increased safety stock levels. 


42 Upstream variability control mechanisms 


With this evidence of variability amplification by stores, the manufac 
turer was interested in exploring alternate store inventory management 
policies that might reduce variability and wanted to estimate and the 
economic impact such reduction might have on logis sts. Recent 
research has focused on coordinating supply chain operations through 
various mechanisms such as quantity- and time-flexible contracts (e.g, 
‘Tsay, 1999, Li and Kouvelis, 1999, Moinzadeh and Nahmias, 2000), syn- 
chronized and extended ordering cycles for multiple retailers (e.g, Ca- 
chon, 1999), linear transfer payments (e.g., Cachon and Zipkin, 1999), 
and innovative accounting systems that align individual and system-wide 
incentives (e.g. Lee and Whang, 1999, Chen, 1999). Baganha and Co- 
hen (1998) considered the relationship between demand variability and 
inventory costs at various echelons in a supply chain, and presented con- 
ditions under which variability should be dampened to promote better 
system performance. Our approach considers the impacts of demand 
variability on both inventory and transportation costs in the supply 
chain, and develops control mechanisms to mitigate variability between 
supply-chain stages. We next introduce and motivate these variability- 
damping mechanisms, and demonstrate their effectiveness via numerical 
studies based on actual data from the building-products manufacturer. 

Each variability-damping mechanism we propose provides an ability to 
tune the level of store-order variability by changing some specific system 
or policy parameter. Figure 9.4 provides a conceptual representation of 
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Figure 9.3. SKU demand variability amplification for selected SKUs 
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Figure $4. Store ordering policies as upstream variance control mechanisms 


how a store's ordering policy serves as a control mechanism to influence 
the variability of orders received by the distributor. By constructing 
а model of the distributor-retailer distribution system and expressing 
system cost as a function of a specific policy parameter, we seek the 
best parameter value, and hence variability level from a system-wide 
view. Our approach effectively treats the variability of flows at the 
distributor-retailer interface as decision variables. We next summarize 
the important elements of our modeling approach (for more details on 
the model see Geunes, 1999). 


4.2. — Distributor-retailer modeling approach. Our model 
focuses on the operations of a single distributor supplying its assigned. 
stores. Our goal is to develop an expression for total system-wide cost 
(including both the distributor's and stores’ inventory and logistics costs) 
for a given class of store inventory management (and ordering) policies, 
assuming that all stores follow the same policy type, but with policy 
parameters that are tuned to their end-customer demand. The pur- 
pose of the model is to capture the relevant dynamics and costs of the 
distributor-retailer portion of the building-products supply chain and 
to demonstrate the potential for variance-damping mechanisms to re- 
duce supply chain costs. We consider the distributor's inventory and 
transportation costs, as well as stores’ inventory costs. We assume that 
stores can backorder retail demand if they run out of stock during а 
replenishment interval, and distributors can expedite supplies from the 
manufacturer in order to fully meet stores’ orders each week. So, our 
system-wide cost includes the costs associated with these backlogging 
and expediting options. Since both the stores and distributor order pe- 
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riodically (and the ordering period is predetermined), we do not consider 
fixed setup or ordering costs. 


Distributor transportation costs 

As we noted in Section 2, retail stores served by the distributor are 
generally clustered together into one of several metropolitan areas. Our 
methodology creates a separate transportation cost model for each area 
or cluster" of stores after aggregating the demand for all stores in that 
cluster. As їп Section 3, distributor transportation cost components 
include: 


= Regular fleet and driver costs: cost of leasing and operating a fleet 
of regular trucks (including the costs for corresponding drivers) for 
weekly deliveries to cluster; and 


= Overflow costs: cost of extra shipments when demand for a cluster 
exceeds the total capacity of regular trucks assigned to that cluster. 


Instead of the detailed model of overflow management employed in Sec- 
tion 3, we now assume the overflow cost is linear in the total excess or 
overflow weight, as would typically be the case when the overflows are 
carried within a local region by a third party LTL carrier. We also do not 
consider detailed routing and truck assignment decisions. Let C denote 
the number of store clusters in the distribution region. For ¢ = 1,...,C, 
the estimated weekly driver, mileage, and truck lease costs combined 
with the expected distance and time for shipments to cluster с provide 
ап estimate of the (weekly) fixed cost for each truckload shipment to the 
cluster, which we denote by Ку. Our model treats each store cluster as 
a single aggregate store, and then determines the regular truck capacity 
to be allocated to the cluster (in integer multiples of full truckloads). It 
then computes the expected transportation cost for each cluster based 
on the cluster’s order distribution, allocated regular transportation ca- 
pacity, and fixed plus volume-dependent shipping costs. Let Кус and 
Kee denote the cost per unit weight shipped via regular and overflow 
capacity to cluster c, and let T, denote the transportation capacity al- 
located to cluster c. If z^ is the random variable for the total weekly 
ordered weight in cluster c, and /(т°) denotes the probability density 
function (pdf) of 2°, then the expected weekly transportation cost for 


"Here “Custer” refers to stores within the same geographical proximity, not the store groups 
discussed in Section 3. 
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is given by 
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We can show that G(T;) is convex in Tz when Koe > Ke, i-e., when the 
cost of overflow capacity is greater than or equal to the cost of regular 
capacity. The convexity of Equation (9.13) allows us to easily deter- 
mine the optimal value of T, (Equation 9.13 is similar to the classical 
newsvendor equation in single-period inventory analysis; see Nahmias, 
2000). 


Distributor inventory and shortage costs 

We now consider the distributor's inventory-related costs. Let j index 
the set of products stocked by the distributor. The distributor attempts 
to fill all orders placed in a period from its own stock: if stock on hand. 
is not sufficient, the distributor obtains expedited shipments from the 
manufacturer (who is assumed to have unlimited capacity) in time to 
meet all store orders. Expediting product j entails an additional expe- 
diting cost of eg; per unit of product. The distributor incurs a holding 
cost, Ла, per unit of inventory of product j remaining at the end of a 
period, and incurs a cost of cg per unit of product j procured from the 
supplier. If orders to the distributor for each product are independent, 
identically distributed random variables", the di: 
its inventory holding plus shortage costs for each product j by using a 
simple (stationary) base-stock policy with a target base-stock level S; 
(see Nahmias 2000). Letting zz; denote the random variable for weekly 
orders received by the distributor for product j (with pdf f(zj)). the 
single-period inventory cost equation at the distributor for product j, 
La(Sj), given a starting inventory of J;, is given by 


ributor then minimizes 


5, 
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"Although the assumption that successive orders to the distributor are statistically indepen- 
dent holds for our "base model” under no coordination, it does not necessarily hold under 
the coordination mechanisms we propose in the following subsections. 
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Equation (9.14) is a standard newsvendor equation, which is convex in 
Sy (see Nahmias, 2000). We next consider the relevant costs incurred by 
the retail stores. 


Store inventory and shortage costs 

Based on patterns observed from past POS data for the manufac- 
turer's top three product lines, we assume that weekly (end-customer) 
demand at the stores for SKUs are stationary random variables. Each 
store follows a periodic review policy, with a period length of one week. 
Store inventory holding costs are assessed against end-of-period inven- 
tory in each period. We assume that if a store runs out of inventory for 
a particular SKU before receiving its next delivery, then it can backlog 
demand (at a per unit backlogging cost). The expression for each store's 
expected inventory holding plus backlogging cost is the same as Equa- 
tion (9.14), except that the store’s holding, purchasing, and shortage 
cost and demand parameters replace those of the distributor. Under our 
cost assumptions, if stores wish to minimize their inventory and backo- 
rder costs, they should follow a simple order-up-to or base stock policy" 
we refer to this policy as the base model. 

We next discuss two heuristic approaches for minimizing total ex- 
pected system cost through mechanisms that reduce order variabili 
at the distributor-retailer interface. Ideally, we would like to determ 
store-ordering policies that minimize total system (Distributor + Stores) 
cost. But, finding the optimal store ordering policy under our model is a 
highly complex problem. Therefore, we adopt two alternative (heuristic) 
approaches. In the first penalty-based approach, we assign a (possibly 
fictitious) penalty when actual store orders deviate from the mean order 
quantity. We then determine the policy that minimizes the stores’ in- 
ventory and backorder costs (not system-wide costs) plus penalty costs, 
and compute the total system cost for this policy. The second approach, 
called the policy-driven approach, consists of selecting policies that are 
known to control or dampen upstream variance-such as a policy of or- 
dering an amount equal to the moving average of past weekly demands. 
For each family of such order damping policies, we determine the optimal 
parameter settings that minimize total system costs. 


422 Penalty-based approach. Consider the weekly orders 
that a store places for single item (or SKU). Let q be the random vari- 
able denoting a store's order quantity each week (for a single SKU), and 


‘Transactional data analysis indicates that sores do not always follow this policy, suggesting 
further cost reduction opportunities, 
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let u = E(g) be the mean order quantity per week. Consider a penalty 
function f(g — и} to discourage deviations of actual order quantities from 
the mean. For instance, for a given penalty parameter p, we might con- 
sider f(g — и} to be either the absolute deviation function рф, — д] or 
the squared deviation function p(g, — jj^. Both functions penalize pos- 
itive as well as negative deviations of actual order quantities from their 
mean, We are interested in determining the optimal inventory (order- 
ing) policy that a store must follow in order to minimize expected weekly 
inventory, backlogging, and penalty costs, assuming that end-customer 
demand follows a given stationary demand distribution. To motivate 
our penalty-based approach, consider the following general formulation 
of a (upstream) variance-constrained distribution problem (VCDP). Let 
v denote a preferred maximum level of store order variance, and consider 
the problem: 


IVCDP] 

minimize El(Distributor Inv. + Transp. Cost} + (Store Inv. Cost]] 
subject to: 

Order variability limit E((a — uy] < v. (9.15) 


As v decreases, we would expect distributor cost per period to de- 
crease and store cost per period to increase. Although this model is not 
analytically tractable, formulation [VCDP] provides insight into meth- 
ods for solving this problem. Stores’ policy decisions translate into the 
distributor's demand process, resulting іп a complex nonlinear program, 
particularly when store-order variance is a decision variable (see Ge- 
unes, 1999). Dualizing Constraint (9.15) in formulation [VCDP] (by 
multiplying it by a Lagrangian multiplier р and adding it to the objec- 
tive function) results in the term p(g, — А)? within the expected value 
expression in the objective function. As a heuristic approach, we next 
focus on minimizing those costs in the objective function (after dual- 
izing the constraint) incurred by the store, i.e. the expected inventory 
holding, backlogging, and penalty costs. The penalty function serves as 
a surrogate for the cost burden that store-order variability imposes on 
the distributor. 

Let [, denote the store's on-hand inventory in period n (we num- 
ber the periods in reverse) prior to receiving a replenishment, and let 
Yn denote the store's beginning inventory level in period n following 
replenishment. If [/(y,) denotes the store's single-period expected pur- 
chasing, holding, and shortage costs, given a starting inventory of yn, 
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the minimum expected n-period store cost (including the added variabil- 
ity penalty function) as a function of the period n order quantity, qn 
becomes. 


un) 


where д, = y, — In. Equation (9.16) is a recursive equation giving the 
minimum expected n-period cost, g,(I,), as a function of the initial 
inventory J,, The third term in Equation (9.16) reflects the minimum 
discounted expected cost for period n - 1 onwards, where 3 is a discount 
factor. 

Geunes (1999) characterizes the structure of the store's optimal policy 
for minimizing Equation (9.16) (over an infinite horizon) under the abso- 
lute value penalty, and provides a method to find the optimal parameters 
of this policy. This policy structure, called afinite-generalizedbase-stock 
policy (see Porteus, 1990, and Henig et al., 1997) involves setting two 
base-stock levels, S; and Sz (where S, > Sj) and requires ordering ei- 
ther: up to Sj, up to Sp, or precisely и depending on the inventory 
position before ordering. When compared to a standard base-stock pol- 
icy (our base model), the finite-generalized base-stock policy leads to 
lower upstream order variability, since the store orders the fixed quan- 
tity у in certain periods (assuming S; # 5; otherwise this policy reduces 
to a standard order-up-to policy). The decrease in order variability seen 
by the distributor is clearly a function of the value of the deviation pre- 
mium, р. When р = 0, the store follows its optimal base-stock policy 
and the distributor observes the same variability as the store. When 
р = ос, the store absorbs all variability costs by always ordering р, and 
the distributor therefore sees no variability. Tuning the value of p al- 
lows us to find better levels of order variability from a system-wide view, 
i.e., levels of store-order variability that lead to lower system costs com- 
pared to system costs without any coordination mechanisms. Note that 
this approach generalizes the approach proposed by Henig et al. (1997), 
which applies a premium only to quantities exceeding a contracted value 
between supplier and customer. 


gine o) fan — н) + BElgn-i (yn — 28), (9.16) 


а2з Policy-based approach. Under the policy-based ap- 
proach, we assume that stores agree to implement specific variance- 
reducing inventory replenishment rules. The most promising among such 
policy-based mechanisms is the weighted moving average (WMA) mecha- 
nism, due to its ease of use and tractable mathematical analysis. Under 
a two-period weighted moving average policy, for example, the store 
order quantity consists of a weighted average of the last two demand 
realizations (Geunes, 1999, extends this scheme to an m-period WMA). 


238 SUPPLY CHAIN MANAGEMENT 


We use a single-product, single-store case to illustrate this mechanism, 
although the model readily extends to multiple stores and products 
(assuming product and store demands are all independent) as in the 
building-products supply chain. Let d, denote the end-customer de- 
mand seen by the retail store in period r. Given a smoothing parameter 
о. between 0 and 1, the two-period WMA policy determines the store's 
order quantity for period t ак 


= odia +(1-а)%-. (9.17) 


Note that, by setting а = 1, we obtain the base stock policy as a special 
case of the WMA policy. The variance of the store’s order quantity, g2, 
for this policy is: 


a? = (o? +(1-a)*)o? (9.18) 


Equation (9.18) shows that a two-period WMA policy decreases the vari- 
ance of order quantities facing the distributor compared to the variance 
of a? under the base model. Changing the value ofa allows us to dampen 
the level of order variability. Observe that since q = ad,_1 + (1 — ad.» 
and фа = adj a (1-а), the store’s successive orders to the distrib- 
utor are autocorrelated under the WMA policy mechanism. If, however, 
the distributor knows the value of з in period £ — 1 (when it places a 
stock replenishment order that will arrive at the beginning of period 2), 
the (1—0)d,. a part of the future store order, qe, is known to the distribu- 
tor at the time it places an order". The only stochastic component of the. 
future order q is the ad~; portion of the order. From the distributor's 
point of view, each store order contains both a deterministic component 
and a stochastic component. The stochastic order components are inde- 
pendent, stationary random variables with mean ap and variance а20°, 
leading to an even greater store order variance reduction than indicated 
by Equation (9.18). 

We next summarize selected computational results using our system 
model and actual supply chain transactional data", Using the base 
model as the benchmark for comparison, we evaluate the cost perfor- 
mance of the proposed variance-damping mechanisms. In particular, we 


discuss the impacts of using the two-period WMA policy assuming that 
"The disiibutor can obtain the values of past store demands through either information 


sharing or by reconstructing successive demands based on knowledge of the store's ordering 
policy combined witha record of past store orders. 

"Note that the results presented here assume that the distributor uses a stationary base- 
stock level foreach product, which is not necessarily optimal under an autocorrelated order 
process, which occurs under our proposed coordination mechanisms. Because of this we ean 
View the results presented here аз providing а lower bound on potential savings. 
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all stores apply the same damping parameter, а (for test results on the 
penalty-based approach under randomly generated problem instances, 
see Geunes, 1999)". We partitioned the set of 62 stores into 18 customer 
clusters. Although the distributor stocks and supplies products belong- 
ing to several of the manufacturer's product lines, we focus on the three 
major product lines (containing 248 SKUs) that account for more than 
85% of distribution by weight. We obtained transportation and inven- 
tory cost parameters based on estimates provided by the manufacturer. 
By evaluating total system cost at various values of a between 0 and 1, 
ме found that the minimum total expected system cost occurred at а = 
0.8, which provides a 68% reduction in variance at the distributor-store 
interface (using Equation 9.18). Compared to the base model, the simple 
two-period WMA policy provided approximately 2.76% savings in total 
expected system cost; extrapolating these savings to all distributors in 
the manufacturer's nationwide network implies system savings in excess 
of SIM annually. Past literature on the bullwhip effect emphasizes the 
need to lessen the amount of demand amplification at upstream stages 
in the supply chain. Our results support this conclusion and show that 
supply chain costs can be further reduced if variability is dampened at 
the trailing end of the supply chain (i.e., at the retail store level). 


5. Concluding Remarks 


This paper has discussed three interesting and new models, applica- 
ble to practical distribution problem settings, that arose through a joint 
project with a leading US building-products manufacturer. Our analysis 
of the distribution system came at an opportune time, following a major. 
change in the architecture and performance requirements of the system. 
These major system transformations resulted from a significant change 
n the purchasing patterns of US consumers over the past two decades 
Over this period, consumers shifted from traditional independent retail- 
ers to large retail chains in many industries because of the combination 
of price, product quality, and service these retail chains provide. Specif- 
ically, the problems we consider are motivated by the new challenges 
that the big-box retailers presented to the large building-products man- 
wfacturer. Coping with these novel distribution challenges requires re- 
searchers and industry practitioners to develop new models and solution 
techniques. 


System costs can decrease further by using product- and store-specific damping parameters 
however, in this case, the solution space dramatically increases due o the increased number 


of decision variables, 


240 SUPPLY CHAIN MANAGEMENT 


The problems we address arise at different points in the supply chain: 
the fee-setting problem occurs at the manufacturer-distributor interface, 
the delivery planning under uncertain demands problem arises within the 
distributor s operations, and the upstream variability control problem re- 
lates to the distributor-retailer interface. Although we can isolate the 
particular supply chain stages where each problem arises, we emphasize 
that performance improvements at these isolated points will often pro- 
vide indirect benefits throughout the chain. For example, reducing or- 
der variability at the distributor-retailer interface not only leads to lower 
costs at these stages, but also leads to less compensation paid out by the 
manufacturer, since distributor costs decrease. As distribution channels 
continue to evolve, particularly through the use of advanced informa- 
Чоп technologies, new and interesting distribution planning problems 
and modeling opportunities will likely continue to arise. 


Acknowledgments 


This work was partially supported by the Institute for the Study of 
Business Markets at Penn State University, University Park, PA. 


References 


Baganha, M.P., and M.A. Cohen, 1998. “The Stabilizing Effect of In- 
ventory in Supply Chains,” Operations Research, 46(Su 3), S72-S83. 
Balakrishnan, A., Н.Р. Natarajan, and M.S. Pangburn, 2000 "Optimiz- 
ing Delivery Fees for a Network of Distributors,” Manufacturing & 

Service Operations Management, 2(3), 297-316, 

Bertsimas, D.J., and D. Simchi-Levi, 1996. “A New Generation of Vehi 
cle Routing Research: Robust Algorithms, Addressing Uncertainty, 
Operations Research, 44(2), 286-304. 

Birge, J.R., and F. Louveaux, 1997. Introduction to Stochastic Program- 
ming, Springer, New York, NY. 

Cachon, G.P., 1999. “Managing Supply Chain Demand Variability With 
Scheduled Ordering Policies; Management Science, 45(6), 843-856. 
Cachon, G.P., and Р.Н. Zipkin, 1999. “Competitive And Cooperative 
Inventory Policies In A Two-Stage Supply Chain,” Management Sci- 

ence, 45(7), 936-953, 

Chen, F., 1999. “Decentralized Supply Chains Subject to Information 
Delays,” Management Science, 45(8), 1076-1090. 

Clark, A.J., and H. Scarf, 1960. “Optimal Policies for a Mul 
Inventory Problem,” Management Science, 6, 475-490. 


Echelon 


Coordinating the Distribution Chain: New Models for New Challenges — 241 


Gavirneni, S., R. Kapuscinski, and S. Tayur, 1999. “The Value Of Infor- 
mation In Capacitated Supply Chains," Management Science, 45(1), 
1624. 

Gendreau, M., б. Laporte, and R. Seguin, 1996. “A Tabu Search Heuris- 
tic For The Vehicle Routing Problem With Stochastic Demands And 
Customers," Operations Research, 44(3), 469-477. 

Gendreau, M., Laporte, G., and Seguin, R., 1996. "Stochastic Vehicle 
Routing," European Journal of Operational Research, 88(1), 3-12. 
Geunes, J., 1999. Models To Optimize Multi-Stage Linkages In Manu- 
facturing And Distribution Operations, Ph.D. Thesis, Penn State Uni- 

versity. 

Goldberg, D.E., 1989. Genetic Algorithms in Search, Optimization, and 
Machine Learning, Addison-Wesley, Reading, MA. 

Henig, M., Y. Gerchak, R. Ernst, and D. F. Pyke, 1997. “An Inventory 
Model Embedded in Designing a Supply Contract,” Management Sci- 
ence, 43(2), 184-189. 

Higle, J.L., and S. Sen, 1996. Stochastic Decomposition: A Statistical 
Method For Large Scale Stochastic Linear Programming, Kluwer, Bos- 
ton, MA. 

Lee, H.L., V. Padmanabhan, and S. Whang, 1997. “Information Distor- 
tion in a Supply Chain: The Bullwhip Effect," Management Science, 
43(4), 546-558. 

Lee, H.L., К.С. So, and C.S. Tang, 2000. "The Value of Information 
Sharing in a Two-Level Supply Chain,” Management Science, 46(5), 
626-643, 

Lee, H.L., and S. Whang, 1999. “Decentralized Multi-Echelon Supply 
Chains: Incentives And Information,” Management Science, 45(5), 
633-640. 

Li, C., and P. Kouvelis, 1999. "Flexible and Risk-Sharing Supply Con- 
tracts Under Price Uncertainty,” Management Science, 45(10), 1378- 
1398. 

Moinzadeh, K. and S. Nahmias, 2000. "Adjustment Strategies for a 
Fixed Delivery Contract" Operations Research, 48(3). 

Nahmias, S., 2000. Production and Operations Analysis, 4th ed., Mc- 
Graw-Hill, Chicago, IL. 

Porteus, E.L., 1990. "Stochastic Inventory Theory,” Ch. 12 in D.P. Hey- 
man and M. Sobel (eds.), Handbooks in OR & MS, v2, North-Holland: 
Elsevier Publishers B.V., New York, NY. 

Porteus, E.L., 2000. "Responsibility Tokens in Supply Chain Manage- 
ment,” Manufacturing & Service Operations Management, 2(2), 203- 
219. 


242 SUPPLY CHAIN MANAGEMENT 


Simchi-Levi, D., P. Kaminsky, and E. Simchi-Levi, 2000. Designing and 
Managing the Supply Chain, Irwin McGraw-Hill, Boston, MA. 

Stewart, W.R., Golden, B.L., 1983. "Stochastic Vehicle Routing: A Com- 
prehensive Approach,” European Journal of Operational Research, 
14(4), 371-385, 

Tsay, A., 1999 “The Quantity Flexibility Contract and Supplier-Custo- 

cience, 45(10), 1339-1358. 


mer Incentives,” Management 


ш 


MODELS AND APPLICATIONS FOR SUP- 
PLY CHAIN PLANNING AND DESIGN 


Chapter 10 


A MATHEMATICAL PROGRAMMING 
MODEL FOR GLOBAL 

SUPPLY CHAIN MANAGEMENT: 
CONCEPTUAL APPROACH 

AND MANAGERIAL INSIGHTS 


Panos Kouvelis 
John M. Olin School of Business 
Washington University 

St. Louis, MO 63130 
kowalis@oin.wusteds 


Meir J. Rosenblatt 
Faculty of Industrial Engineering and Management 
Technion - Israel Institute of Technology 

Haifa 32000 

Israel 


meir Oie technion aci 


Abstract — In this paper, we study the design of global facility networks. We 
present à mixed integer programming model that captures essential de- 
sign tradeoffs of such networks and explicitly incorporates government 
subsidies trade tariffs and taxation issues. The resulting formulation 
сап be solved for reasonable size problems with commercially avail 
able mathematical programming software. Focusing on special cases 
of the problem enables us to provide useful insights on preferable in- 
ternational facility networks for various environments. We demonstrate 
the pervasive, and often dominating, effects of subsidized financing, tar- 
iff, regional trade rules, and taxation in shaping the manufacturing and 
distribution network of global firms. 
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1. Introduction 


11 Different Approaches in Structuring Global 
Networks 


Structuring global manufacturing and distribution networks is a com- 
plicated decision making process. The typical input to such a process is 
a set of markets to serve, a set of products that the company will produce 
and sell, demand projections for the different markets, and information. 
about future macroeconomic conditions, transportation and production 
costs. Given the above information, companies have to decide, among 
other things, where to locate factories, how to allocate production ac- 
tivities to the various facilities of the network, and how to manage the 
distribution of products (e.g. where to locate distribution facilities). 
There are three main approaches in structuring global facility networks 
(1) Product Family-Focused: where plants may be located in different 
parts of the world and each specializes in a specific product family (a 
set of products with similar process and market characteristics). Each 
product family plant is essentially an independent small company that 
supplies its product group to all markets in which the product is sold. 
(2) Process Focused: where individual plants are typically dedicated 
to performing specific process steps for a variety of different products. 
Sometimes a product is produced entirely by a single plant, but more 
often the plant is only one of several in the process chain. (3) Market- 
Focused: where plants are located at markets that they plan to serve. 
All products sold in that market are served locally. Each market is es- 
sentially insulated from other markets, and plants serve the needs of the 
local market only. 

Most global facility networks firms use are hybrids of the above ap- 
proaches. For example, Product/Process Focused networks have 
plant subnetworks that produce specific product families. The prod- 
ucts within a product family can be completed in more than one facility 
of this subnetwork, and their various subassemblies are allocated to the 
various plants of the subnetwork. In other words, the plants within 
the subnetwork are process focused, but the subnetworks are product 
focused. 


1.2 The Importance of Facility Financing and 
Corporate Taxation 

Among the most important factors distinguishing the organization of 

global production activities from strictly domestic ones are the influ- 

ences of various governmental policies. Governments often use special 
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financing and taxation incentives to stimulate production investments 
in their country. The most important of such subsidies are: 


= Cash grants usually given as an incentive for investment either 
in a particular development region or for development of a partic- 
ular product or industry. Northern Ireland offers tax free grants 
of up to 50 percent of the cost of new factory buildings, machinery 
and equipment. Of a similar nature is Israel's Capital Investment 
Encouragement Law where firms can receive cash subsidies up to 
38 percent of the project's cost. Israel has recently provided Intel 
with a 600 million dollar cash grant for а 1.6 billion dollar new 
facility. 


= Loans at reduced interest rates: the size of these loans can 
be related to the total investment capital and may vary both in 
size and interest rate according to the importance of the region or 
the project. For example, in Austria the European Recovery Pro- 
gramme provides loans at interest rates significantly below market 
levels for several types of investments, and loans for large projects 
could amount to up to 50% of the total investments. 


= Taxation Related Incentives: for locating in high priority re- 
gions or manufacturing products that the government is trying 
to foster, firms might be exempt from paying income tax or pay 
lower rates for a number of years. For example, in Brazil reduced. 
income tax rates are available in the Monaus region — Amazon 
forest, while in Northern Ireland the corporate income tax rate is 
among the lowest in the world. 


In this paper we present a mathematical modeling framework that ex- 
plicitly considers financing and corporate taxation issues in the design 
of Hybrid Product/Process Focused facility networks. The multi- 
period model maximizes the discounted after-tax cash flows of the firm. 
The paper maintains a modeling rather than an algorithmic focus. 


13 Literature Review 


One of the early papers in this area, which presents a single period 
model for determining simultaneously international plant location and 
financing decisions under uncertainty, is by Hodder and Dincer [1986] 
The model uses a mean-variance approach in the objective function to 
incorporate price/exchange rate uncertainty and risk aversion in the lo- 
cation problem, an approach that builds on earlier work of Jucker and 
Carlson [1976] and Hodder and Jucker [1985a, b]. Aspects of subsidized 
government financing, tariffs and taxation are not modeled. 
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A succession of papers by Cohen and Lee address a variety of issues 
of facility network design in a global context. Cohen and Lee [1988] deal 
with intra-firm international trade issues. In their model, plants are 
specialized units that produce the sub-assemblies of the final product 
and the Distribution Centers (DCs) perform the final assembly. Plants 
are charged with fixed and variable costs, while DCs are charged only 
with variable costs. Cohen and Lee [1989] developed a normative in- 
teger programming model for resource deployment decisions in a global 
manufacturing and distribution network for a U.S. based manufacturer of 
personal computers. Their model enables estimation of before and after- 
tax profitability, including exchange rate effects to a numeraire currency. 
Their implementation is in GAMS/MINOS (Brooke, Kendrick and Meer- 
aus 1988), which has no integer programming capability. Consequently, 
they only solve the continuous versions of their models, pre-specifying 
“alternate sets of integer decisions variables.” Cohen, Fisher and Jaiku- 
mar [1989] presented a multiperiod extension of the above model, which 
explores tradeoffs between centralization and localization of supply chain 
decision making. A hierarchical procedure is proposed as a heuristic so- 
lution approach to the problem. Huchzermeier and Cohen [1996] present 
a modeling framework that integrates the network flow and option val- 
uation approaches to global supply chain modeling. The model max- 
imizes discounted, expected, global after-tax profit for a multinational 
firm in terms of numeraire currency. The results in the paper provide 
a methodology for quantifying the risks and returns of flexible global 
manufacturing strategies. Their work clearly demonstrates how flexi- 
ble facility networks with excess capacity can provide real options to 
hedge exchange rate fluctuations in the long term. This work does not 
emphasize explicit modeling of facility financing and tax incentives and 
the resulting implications for the global network structure. Finally, var- 
ious company-specific facility network design issues and decision sup- 
port systems have been discussed in the applications-oriented literature, 
see Breitman and Lucas [1987] work on General Motors, Arntzen et al. 
11995] work on Digital Equipment Corporation and Davis [1993] work 
on Hewlett-Packard. 

Our work in this paper is along the research directions pointed out 
in the recent paper of Revelle and Laporte [1996]. As they point out, 
even though plant location and configuration of production/distribution 
networks have been studied for many years, a number of important real 
world issues have not received adequate attention. Even though there is 
ample anecdotal evidence on the strong effects of financing and taxation. 
factors on the structure of global manufacturing and distribution net- 
works (see Bartmess and Сету [1993] and MacCormack et al. [1994]), 
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there is a lack of reasonably simple, yet comprehensive, models which 

illustrate the effects of such factors on global location/network configu- 

ration decisions. Our research in this paper attempts to fill this gap. 
The main contributions of this paper are: 


а) the incorporation of such issues as government subsidies in facility 
financing, trade tariffs and taxation in a manageable size linear 
integer program that captures the multiperiod nature of interna- 
tional plant location and distribution network configuration deci 
sions; 


b) a model which explicitly captures intra-firm material flows (from 
plants to DCs) and provides insights on preferable international 
facility network structure for various environments; 


c) the illustration of the dominating effects of subsidized financing, 
tariff and local content rules, and taxation in shaping the optimal 
structure of global facility networks. 


The structure of this paper is as follows: In Section 2 we present a 
mixed integer programming formulation of the global facility network 
design problem explicitly accounting for government financing and tax- 
ation issues, and report on the computational experience with the model 
via standard mathematical programming software. Section 3 uses a spe- 
cial case of the model (“identical countries”) to provide insights on the 
effects of financing, taxation, regional trading zones and local content 
rules on the structure of global facility networks. Use of the mixed inte- 
ger programming model in an illustrative international location decision 
in Section 4 further demonstrates the pervasive effects of the above fac- 
tors in global facility network design. Many of the managerial insights 
obtained in the “identical countries” special case reappear in the realistic 
environment of our illustrative decision instance. 


2. Problem Statement and Formulation 
2.1 Problem Statement 


A firm uses a Hybrid Product/Process Focus approach in designing 
its global network of plants and distribution centers. The firm plans 
to produce a new product with sales expectations in many coun 
The product is composed of many different subassemblies, but requires 
only one unit per subassembly (i.e., a two level product tree, with level 
0 the final product and level 1 all its subassemblies). A network of 
facilities will be developed dedicated to the production of this product, 
and each one of the plants within the network will be dedicated to the 
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production of a specific subassembly. In order to assemble the final 
product, distribution centers (DCs) will be located in various countries. 
To influence the firm's location decision, various governments are willing 
to grant to it loans with subsidized interest rates and tax incentives that 
reduce the facility costs. The firm wants to develop a network of plants 
and DCs that maximizes its discounted after-tax profit over the planning 
horizon for this product. 


2.2 Model Assumptions 


= There are two facility levels: plants (producing subassemblies) and 
distribution centers (assembling the final product). 


= Plant and DC locations are selected among an identified set of 
candidate locations. 

= The plants and DCs remain open throughout the finite planning 
horizon. 


= The firm is a price taker in each market. All prices are quoted in 
the currency of the market the product is sold and then translated 
into a common currency (say $) by using the real exchange rate 


= The market demand and the selling price are independent of the 
structure of the facility network, 


* At most one Distribution Center (DC) is allowed in each country 
‘The main rationale behind this assumption is that since shipment 
cost of a subassembly or a final product within a country is as- 


sumed constant in our model, the opening of a second DC will 
result in additional fixed costs with no transportation cost sav- 
ings. 


= Demand and supply clear in each time period and hence there are 
no inventory costs 


= Corporate income tax is paid on profit in each country of operation 


2.3 Notation 
Indices 


i: subassembly index, { = 1, ... /; 


n: country of operation index, п = 


k: distribution center (DC) (as well as country that DC is located) 
index, k = 1,... М, 
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N; 


т: country (potential plant location) index, m = 


ў: country (market) index, j = 1,..., J; 


t: time period, t 


Parameters 


fimi: fixed cost of plant that produces subassembly i in country тіп 
period t; 


ime! Unit variable production cost of subassembly i produced in coun- 
try т in period t; 


Би: fixed cost of a DC in country к in period t; 
Via: unit variable assembly cost of a DC in country К in period t; 


беу: Cost to ship one unit of the final product from a DC in country 
k to market j in period ё (shipment cost calculations include any 
assessed trade tariffs and other duties); 


D; Sie COSE to ship one unit of subassembly i from country m to coun- 
try jc in period ¢ (i.e., subassembly transportation cost is expressed 
as a fraction of the transportation cost of the final product, with 
9; the fraction for subassembly i); 


Dj: demand of the final product in country j in period t; 
ти: рег-регіой interest rate on the loan in country n; 


В, (r, T): capital recovery factor for period ¢ given interest rate т and 
planning horizon T; 


pa (r, T): interest calculation factor for period £ given interest rate т 
and planning horizon T; 


Aim: required investment to build a plant for subassembly { in country 
mi 

Wy: required investment to build a DC in country k; 

tnt: marginal corporate income tax rate in country n in period ż; 


Ру: sales price of the final product (translated into $ with a real ex- 


change rate) in country j in period t 


рим: transfer price of subassembly { made in country m shipped to 
DC in к in period /; 
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dy: applicable depreciation rate in country p in period £ (% per period) 
Kimi capacity of a plant producing subassembly 4 in country т; 

Се: capacity of a DC in country k; 

В.а: discount rate of after-tax cash flows in country n in period t; 
By: maximum loan that country п can give to the firm; 

Decision Variables 


Хилм: units of subassembly i produced in country т and assembled 
in country k in period f; 


Ули: units assembled in country п and used to satisfy demand in mar- 
ket j in period t; 


wj; the loan that country К government will grant to the company to 
build a DC; 

mai the loan that country m government will grant to the company to 
build subassembly plants; 


Yim? = 1 if a plant to produce subassembly i is located in country т, 
and 0 otherwise; 


гы = Lif a DC is operated in country К, and 0 otherwise. 


24 Basic Components of the Model 


241 The Objective Function. Revenue of units assembled 
(cine) and subassemblies produced (уле) in country m in period t, where: 


2 LN 
ом = 37 PyeYnje and дш = у 37 Pint Хы 
A ак 
Transportation costs from a DC (дш) and subassembly plants (bgp) 1o- 
cated in country n in period £, where: 


s LN 
nt x SnjtYaje and bat = > У MSat Хш. 
# E 


а 


Annual fixed costs of a DC (6,4) and subassembly plants (Ynt) in country 
m in period f, where: 


1 
Fn and Ynt = 27 Yin fint- 


Önt 
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Cost of goods sold for the final product assembled at the DC (c,,) and 
assembly related costs of a DC (ы) in country п in period ż, where: 


LA А 
ом = YD ритат and Pnt = Ум 22 Уну. 
= 


1 m= 


Variable production costs of subassembly plants in country п in period 


t, 
(È хы). 


Loan payment in period ¢ (ў) and interest payment (д) for loan given 
by country n for the construction of subassembly plants in its territory, 
where: 


Int = Yn Re (ro, T) and ды = Yap (ro Т). 


Loan payment in period t (hp) and interest payment (/,,) for loan given 
by country n for the construction of a DC in its territory, where: 


һи = ws Fs (ro, T) and һи, = ширк (ro; T). 
Depreciation expense in country n in period t, 


su [ciel 


Before-tax income in country л in period £, 


ты 


[ом + им — (ам + бы + a + бы + Cnt 
Hent + Pnt + Ihu + Мы + тм). 


Corporate income tax paid in country n in period £, 
СТ = пыш. 
Cash expenditures in fixed assets in year 0 that are not financed by 
external sources. 
X TA " 
IN= $, [tene ) - o] + E rn o 


So the objective function which maximizes the net present value іх 


мот Ж 
Р — шах | Sone Daten (Tnt + gu + Ми + Tnt — Gnt — һи — CT) 
id -m| QE = IN 
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242 The Set of Constraints. Тһе Constraints are: 


x 
1) Demand Constraints: $) Ушу < Dje, V jt 


2) 


N 
Plant Capacity Constraints: 35 Ximke € Kim, V imt 


2 
3) DC Capacity Constraints: 7 Уру < C, УК, 
а 


у 2 
4) Conservation of Subassembly Flows: У Хә = Ù Ури, Vi kt 


E E 


5) Country Budget Constraints: iy + Wn < By, Vn. 


6) Compatibility of Decision Variable Values constraints 
N T 2 
Y У Хы S Yim M, V i,mand У Y Yrjt € zy: M, Y k, 
Aa яа 


IT 
where M is a large number such that M > È у Dje 
ET 


7) Nonnegative Profit in Each Country in Each Period (assumption of 
convenience to avoid unnecessarily complicated tax calculations): 
лы 20, Уп, 


1 
8) Loan Ceilings: Ym < У AimYim, V m and шь < Игд, V К. 
a 
2.5 Computational Experience with Proposed 
Model 


‘The following table reports computational results for solving various 
size problems. Table 10.1 provides sizes of our model with the use of stan- 
dard mathematical programming software (specifically GAMS/OSL2) 
on a Cyrix 686-P90 processor. 

We would not, however, want to give the false impression that sub- 
stantially larger size problems can be solved on standard PCs. Larger 
size formulations (in our experience up to 7 = 10, N = 10, J = 100, 
10) can be solved on minicomputers, (¢.g., VAX 6400) with the use 
of standard mathematical programming software in less than an hour of 
CPU time. 
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Number of 
Candidus 
Numberot loan Numberof Number of Time Solon 
‘counties 
H H E] F is 
E H @ } “ 
% H 100 } E 
E 2 109 Н E 
Н El E] 3 108 
3 Н El $ ш 
Н 0 20 3 10 
E H E: 5 Б 
H б ЕЯ 5 Ed 
0 5 E] Н El 
i0 D 100 H 104 
Table 10.1. Computation Time for Various Size Markets 
3. Special Case: Identical Countries 
3.1 Base Case: Tariff and Transportation Cost 
Considerations 


In this section we analyze a special case of our model to obtain useful 
insights into the nature of location decisions in a global environment. 
We have relaxed the capacity constraints on plants and DCs (ie., un- 
capacitated situation) and assume straight-line depreciation. Initially, 
we assume no financing and equal tax rates across countries (we refer to 
this as the “base case"), 

We consider “identical countries" and “identical periods” (i.e., Dj, = 

Ру = t, and бу = б for all j) with a trade tariff assessed 
ng their borders. The product consists of / "identical 
in terms of revenue and cost parameters in our model. 
For example, ð; = 0 forall i, The assumption is not intended to imply 
physical similarity but only similarity of cost parameters. We assume 
that only one plant of each subassembly type will be built (due to, for 
example, economies of scale). Also, there is no differentiation among 
subassembly plants or DCs (we use the term “identical plants or DCs” 
with an analogous meaning) and specifically 


Aim = A, im =V, fim = f for i =1,2,...,I and т = 1,2,..., N; 


and Wy = WV, = V, Fy = F for k =1,2,...N. 

Without loss of generality, we also assume that а DC can be con- 
structed in every market (ie., N = J). The transportation costs within 
the countries are C per unit of final product (i.e., Spg = C); however, 
they increase by the assessed trade tariff whenever borders are crossed. 
Specifically, transportation costs per unit of final product across borders 
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equal бу; = C(1-- A), A > 0,forall (k, Ј), k £j. We assume that the 
transfer prices р are the same for all suuni ul bea Ox à wort 
wide market standard that is closely monitored by governments (i.e., the 
firm cannot change transfer prices to take advantage of tax conditions) 
Finally, we assume that prices and costs are structured such that the 
firm will always show nonnegative profit in every country as long as a 
DC in any country serves at least the total demand for the country of 
its location, 

Proposition 10.1 shows that we can ignore all cases where subassembly 
plants are located in different countries 


Proposition 10.1 Given I identical plants which can be constructed in 
any of N identical countries, it is preferable, or at least as profitable as 
апу other configuration, to build all I plants in one country. 


Thus, it makes sense for all subassembly plants to be located in опе 
country, but we still must determine how many DCs to build. We 
examine two cases where the number of DCs equal to 1 or q (where 
1< q < №). The Net Present Values (NPVs) of these configurations are 
given below, and the DC locations that maximize the NPV are assumed. 
Gie., markets that do not contain a DC are all served from the same DC 
located in the country containing the subassemblies): 


NPV(1 РС) = 
-NICD - If - F - NIvD - NDV) + 42/0 4 B^, 


IA-W + Y; (0 - QINPD - (N NA - A)CD 
d 


After rearranging terms, the NPV (q DCs) is equal to: 


NPV (q DCs) = -1A— + {0 -t [NPD 
Ориол) Ао N) - N(I94-1)) - If -gF Мр NDV] 
a + 8). 


The following proposition provides insights on the nature of the DC 
configuration for this special case. 


Proposition 10.2 For the case of identical plants and identical coun- 
tries, 
(a) It is preferable to either build a single DC in the country where all 
plants are located or to construct DCs in all countries; 


(b) For the infinite time horizon case (T — oc), a single DC is op- 
timal if either (1) 19 > 1, or (2) IÐ < 1 and D < Ds, where 
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D» = [SW/Q — t) + РАС (1 — 19)]; otherwise a configuration 


with DCs in all countries is optimal. 


According to the above proposition, if it is more expensive to trans- 
port the subassemblies individually than to transport the final product 
(I9 > 1), then it is preferable to use a centralized distribution structure 
with the product transported from the country where it is manufactured 
and assembled to all of its final markets. If the condition is reversed, 
ie., transportation of the final product is more expensive, then given a 
substantial demand in foreign markets, it is preferable to open a DC in 
each one of the markets (і.е, a decentralized distribution structure) and 
transport subassemblies from the subassembly manufacturing plants 

‘The analysis of this special case provides the following insights for 
environments where the transportation cost elements (in our case trans- 
portation cost differences were generated through the A factor, i.e., trade. 
tariffs and other restrictive cross-border flow regulations) tend to domi- 
nate: 


(a) when transportation of subassemblies is expensive, firms prefer a 
centralized manufacturing and distribution structure; 


(b) as the transportation cost element between countries and/or cross- 
border flow government imposed penalties increase firms tend to 
open DCs in markets away from the manufacturing facilities; and. 


(c) governments can attract DC investments in such environments by 
offering financing help through loans. 


32 Government Incentives: Financing and 
Taxation 


Governments can attract facility investments in their country via sub- 
sidized financing of facility (plant and/or DC) construction, as the fol- 
lowing proposition illustrates: 


Proposition 10.3 For the case of identical plants and identical coun- 
tries, if only one country offers attractive financing for facility construc- 
tion with interest rate r < 8/(1 — t), then all I plants and a distribution 
center will be built in that country. 


As we demonstrate in Section 4, in many cases even relatively small 
n of loan interest rates by the government is adequate to 
ity investments in the country. However, the level of facility 
investment in the country by a firm is non-decreasing with the level of 
subsidized financing provided by the government. 
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Next we explore the situation where one country charges a lower tax 
rate than the rate of other countries. 


Lemma 104 If there is only one DC, the plants and the DC are located 
in the country with the lower tax rate. 


Lemma 105 Ifmore than 1 DC is open, the plants and the DC serving 
any markets without а DC will be located in the country with the lower 
tax rate. 


Proposition 10.6 follows from the two lemmas. 


Proposition 10.6 For the case of identical plants and identical coun- 
tries, if one country offers a lower tax rate (f) than the rest (t), then 
all I plants will be built in that country. In addition, it is preferable to 
either build a single DC in the lower tax rate country or to construct 
DCs in all countries. 


Let us observe the relevant expressions for NPV(1 DC) - NPV (q 
DCs) in the base case (see proof of Proposition 10.2) and lower tax 
rate country case (see proof of Proposition 10.6). The difference in these 
two expressions is the term (t — Р} D[P — Ip — V - C (1 + A) + ACT®), 
which is positive due to the assumption of the price structure ensuring 
nonnegative profits in each country of operation. This implies that it is 
easier to satisfy the inequality NPV(1 DC) - NPV (g DCs) > 0 in the 
lower tax rate country case than under the base case. Therefore, the 
firm is more likely to desire complete centralization of its distribution 
network when one country offers a lower tax rate than for the case where 
all countries offer the same tax rate. 

According to Proposition 10,6 and the above observations, by lowering 
its tax rate, not only may a country entice firms to open plants and/or 
distribution centers, but also the amount of demand flowing through 
existing distribution centers in that country may increase. Country en- 
vironments with differential tax rates tend to favor more centralized 
manufacturing and distribution network structures. Even rather small 
tax rate differences can induce firms to move their facility investments 
to countries with lower tax rates, as will become more apparent through 
our discussion in the next section. 


33 Tariff Structure: Regional Trading Zones 
and Local Content Rules 


Governments sometimes enter into multilateral trade agreements which 
allow for tariff-free trade among nations that belong to the pact. In this 
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section we introduce trading pacts into the special case and describe the. 
changes that the agreements may cause for a firm's global distribution. 
network configuration. We begin by stating two lemmas, 


Lemma 10.7 For the case of identical plants and identical countries, if 
the N countries are divided into Z tariff-free trade zones, then no more 
than one DC should be located in each trading zone. 


Lemma 10.8 For the case of identical plants and identical countries, 
if the N countries are divided into Z tarifffree trade zones, then all I 
plants should be built in any of the countries that form the trading zone 
which contains the most countries. 


Lemmas 10.7 and 103 allow us to construct the following proposition, 
which describes the impact that trading zones have on the degree of 
centralization of a firm’s distribution network. 


Proposition 10.9 Consider the case of identical plants and identical 
countries, where the N countries are divided into Z tarifffree trade 
mes. If IÐ > 1(10 <1), then a completely centralized distribution 
network, with only one DC, is more likely (less likely) to be optimal than 
for the case without tariff-free zones 


Proposition 10.9 implies that the centralization/decentralization dis- 
tribution network configuration decision is more sensitive to the relative 
transportation cost of subassemblies vs. the final product when trad- 
ing zones are introduced. Specifically, if it is more expensive to trans- 
port the subassemblies individually than to transport the final product 
(I8 > 1), then a centralized distribution is more likely than in the base 
case, as the penalty for transporting the final product from one loca- 
tion is smaller as the home (tariff-free) market is bigger. On the other 
hand, if transportation of the final product is more expensive (79 < 1), 
then centralized distribution ely than in the base case, as the 
penalty for transporting subassemblies across borders is smaller as fewer 
are charged the tariff (i.e., more subassemblies are transported tariff free 
to the DC in the same zone). 

The impact of trading zones can be summarized by stating that when 
trading zones are established and the cost of transporting subassemblies 
is not high compared to the final product, then the distribution network 
is likely to become “regionalized” instead of centralized in one country or 
decentralized among all markets. In other words, the network becomes 
decentralized over trading zones (instead of countries) but centralized 
within each zone. On the other hand, if economies of scale exist such 
that only one plant will be built for each subassembly, and if the total 
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cost of transporting subassemblies is high compared to the final prod- 
uct, then the establishment of trading zones will more likely result in 
manufacturing and distribution centralization, i.e., all facilities in one 
location. In that case, the zone offering the best incentives may attract 
all of the firm's worldwide investment. 

Many governments establish "local content rules," which require firms 
to have a certain portion of their final products originate from that coun- 
try. The percentage requirement has been known to be as high as 90%, 
and the specific rules and penalties may vary greatly among countries 
(Munson and Rosenblatt 1997). Consider a local content rule which 
imposes a tariff A for domestic shipment from the distribution center 
unless the value of the subassemblies from domestic plants plus the value 
added at the distribution center is at least as high as the local content 
percentage times the final good’s value. In other words, the country 
treats the final product as ап imported good unless a certain portion of 
that good is produced in the country. This type of rule prohibits firms 
from using cheap foreign labor to produce the bulk of the product while 
adding little value in the country of sale. 

Since the countries are identical under the base case scenario, if one 
government introduces a local content rule, then a DC and all / plants 
will be diverted to that country (because there would be no penalty for 
doing so). Therefore, we will examine the situation from Section 3.2 
where one of the countries (A) has a lower tax rate than the other coun- 
tries, and country B introduces a local content rule in order to attract 
investments. Now if conditions are such that, prior to the introduction of 
any local content rules, a completely centralized distribution network is 
optimal, then from Lemma 10.4, country A will have all of the facilities 
(including the only DC). The local content rule introduced by country 
В will have no effect because the firm currently has no DC in country B. 
‘Therefore, we will assume that conditions are such that each country has 
а DC, and (from Lemma 10.5), all / plants currently reside in country 
A. Country B introduces the local content rule to try to “force” some of 
the plants to move to that country. 

Clearly, based on Lemma 10.5, the firm will want to move as few plants 
as possible from country A to country В in order to satisfy the local 
content requirement. The local content rule is defined here as $pD + 
VD > Q(IpD + VD), where Ф is the number of subassembly plants 
located in country В and Qis the local content percentage (0 < 0 < 1). 
‘Therefore, the number of subassemblies that the firm has to move in 
order to satisfy local content is the smallest integer * such that 
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Proposition 10.10 describes the conditions under which the firm should 
satisfy the local content requirement imposed by country B. 


Proposition 10.10 For the case of identical plants and identical coun- 
tries with country A having a lower tax rate than the other countries, it 
is worthwhile for the firm to move Ф" subassembly plants from country 
А 10 country B in order to satisfy country B's local content rule if: 


Ф < (10.1) 


-W YT, (L-0)ACD + E- OF (t- e)D(P - Ip- C- V) 0.4.8)" 
XTL- 7) NDp- (N —1}1 + AWCD - OCD - [- ND -  Jü +В)” 


If the right-hand-side of (10.1) is greater than 7, then country B can 
impose any size ( (up to 100%) and still induce the firm to transfer 
its production facilities in order to satisfy the local content rule. How- 
ever, a country can become too greedy and create a “boomerang” effect, 
whereby setting too high of a rate not only fails to attract investment but 
also causes the company to leave the country altogether (close its DC), 
see Munson and Rosenblatt [1997]. For the special case described here, 
Corollary 10.11 gives the local content percentage which "backfires" on 
country B. 


Corollary 10.11 For the case of identical plants and identical countries 
with country A having a lower tax rate than the other countries, the local 
content percentage Q imposed by country B will result in the closing of 
all plants and DCs in that country if 


Р 
ire zl v 
сиу Q-6jACD H - (1 - OP - (- (DO - Ip- C- V) /0 gy" 
XL -0) ND» - (М - (1 * AVCD- 0D - f -NDv - d [Q0 BF 


Illustrative Use of the Model: Effects of 
Financing, Tariffs, Local Content, Regional 
Trading Zones and Taxation 


We explore the potential effects оп a firm's location decisions from 
1) financing incentives, 2) tax incentives, 3) regional trading blocks, 
and 4) local content requirements with the use of our model. For the 
base case problem we consider a company making a product which sells 
for $2,000 in all markets, irrespective of tariffs. The product has four 
major subassemblies with significant fixed and variable costs for the 
subassembly plants. Distribution centers, on the other hand, have lower 
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‘United Kingdom 150 China 1200 
тшм зю Indie 120 
Germany E танаа, зю 
Face 1300 Afgueisun жо 
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Swede эю ‘Thailand wo 
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Norway m Tie Philippines КД 
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Hungary 4e 
pr 200 
[o өю 
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Table 102. Demand in Each Market 


fixed and variable costs. The firm sells to 40 countries in Europe, Asia, 
and North America. (The U.S. market is split into two "countries," East 
and West U.S., in order to account for large geographical distances. Of 
course, no trade tariffs are charged on flows between these two markets.) 
Table 102 shows the demand of each country. 

The firm has identified 12 of the countries as potential locations for 
subassembly plants and distribution centers. Table 103 shows the rel- 
evant cost information. No financing is offered for the base case. Each 
country has a 40% effective income tax rate, and cash flows are 
counted at 20% in each country. The time horizon is five years, and 
cost and demand factors do not change over time. All investments have 
an annual 20% depreciation rate. The subassembly transportation cost 
factor ði equals 20% for each subassembly i, The transportation costs 
for the final product are 2 cents per mile per unit. In addition, every 
final product that crosses a national border is charged a $200 per unit 
tariff ($40 per unit for each subassembly) 

The transfer price pig, was set equal to a 20% markup over costs 
calculated as the sum of depreciation and fixed costs for plant { in coun- 
try m. divided by the total worldwide demand, the transportation cost. 
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UK. Ireland Germany France Romanin Sweden 

Subassembly 1 

Investment Cost 5500000 $500,000 $500,000 $500,000 $12,000,000 $500,000 

‘Annual Fixed Cost $200,000 520000 $200,000 $200,000 5200000 5200000 

Variable Cost — 530 Юю 300 $0 ую — $50 
Subassembly 2 

investment Cost 5500000 $500,000 5500000 $500,000 $250,000 $500,000 

‘Annual Fixed Cost S1,5Mil. $ISMiL SISMIL ЗМИ. SLSMI. 

VarisbleCot — 3300 рю 5300 $300, 
Subassembly 3 

Investment Cost $1 Mil 

‘Annual Fixed Cost $800,600 

Variable Cot 7 3300 
Subassembly 4 

Tavestment Cost 5200000 5200000 $200,000 5200000 $200,000 

‘Annual Fixed Cost $150,000 $150,000 $150,000 5150000 $130,000 

Variable Cont — $30 — $30 390 5980 3350 
Distribution Center 

Investment Cost $20,000 520000 $20,000 520000 $20,000 

‘Annual Fixed Cost $12,000 512000 512000 512000 $12,000, 

Variable Con 90 $0 — $0 — $2 SIS 


Ean US. WenUS. Моко China Indis 


зма. мї $1.5 Mil 
900000 $800,000 $800,000 
эю рю $270, 


Subassembly 1 
Investment Cost $500,000 3500000 $400,000 $400,000 $400,000 
‘Annual Fixed Cost $200,000 5200000 $200,000 $200,000 $200,000 
Variable Сок — 390 3950 $80 о — $200 

Subassembly 2 
Tavestment Cost $500,000 $500,000 $400,000 $400,000 $400000 
‘Annual Рві Cost SLSMiL SISMiL S1SMiL SLSMIL $11 MiL 
Variable Cox — 339 — $300 8050 $20 — $250 

Subassembly 3 
Investment Cost $1MiL SIM. $ISMil SISMiL $1.5 MiL 
Annual Fired Cost $800,000 3800000 $800000 $800,000 $800,000 
Variable Сон ою $300 S280 ую ую 

Subassembly 4 
Tvertment Cost 200400) $200,000 320000 5200000 $200,000 
Annual Fixed Cost $150,000 $150,000 3130200 5130000 $130,000 
Variable Cost 3800 530 8070 $20 $270 

Distribution Center 
Investment Cost 520000  $20000 20000 520000 $20,000 
AmmalFiedCos $12000 $12,000 $12,000 512000 $12,000 
Майе Сок 00 $0 — SiS — $20 — Sis 95 


fable 10.3. Country-Specific Cost Data 
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of subassembly i from country m to the distribution center in country k 
and the unit variable production cost of i in m. 


Base Case 
The base case solution has a net present value of $38,940,519. India has 
plants for all four subassemblies. In addition, Mexico has a plant for 
subassembly 4. There are nine active distribution centers. They are lo- 
cated in all potential locations except for Ireland, Romania, and Taiwan 
Each distribution center serves its local demand. The distribution center 
in India also serves the customers of all countries that do not have their 
own distribution center. The three potential DC locations that did not 
open were the ones with the smallest demands. As the reader can easily 
verify, the resulting facility configuration in this more complicated deci- 
sion environment is along the same lines and fits nicely with the insights 
obtained from the special case discussion in Section 3.1 


Scenario 1 - Government Financing 
In this scenario we examine whether government loans can induce in- 
vestment in that country. In the base case, despite the very low variable 
cost, the high investment cost for subassembly 1 plant (mostly due to 
a lack of transportation, telecommunications and technology infrastruc- 
ture) prevented its location in Romania. However, government financing 
can make production in Romania attractive. For this example, if Ro- 
mania offers to finance all possible investments at an interest rate less 
than or equal to 33.2%, the plants for subassemblies 1 and 3 move from 
India to Romania (at higher interest rates the base case solution is still 
optimal). 

The shift in locations to Romania has global distribution impacts. 
With the production network more spread out, it is optimal to now 
open distribution centers in all 12 potential locations. Also, the DC in 
India now only serves the markets in Asia which do not have their own 
DCs. The Romanian DC serves all other markets in Europe and North 
America without their own DCs 

Reducing the interest rate from 33.2% does not change the new allo- 
cation of demand, even when the rate is 0%. The NPV does increase, 
of course, as the interest rate decreases. Figure 10.1 shows the percent 
increase in NPV as a function of the interest rate offered by the Roma- 
nian government. At 0% the NPV is $44,349,287. The rate of 33.2% 
necessary to induce the configuration change is the one prescribed in 
Proposition 103 (ie., (8/1 — 0)). 


Scenario 2 - Tax Incentives 
Ireland has traditionally offered low tax rates to try to increase foreign 
investment. Since Ireland has no locations in the base case, in Scenario 
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Figure 101. Scenario 1-Government Financing 


266 SUPPLY CHAIN MANAGEMENT 


2 ме lower the tax rate in Ireland while keeping the rate in all other 
countries at 40%. It only takes а 4% reduction in tax rate to 36% to 
entice the firm to open a distribution center in Ireland to serve its own 
customers. All other demand allocations from the base case remain the 
same. 

At 25%, the plant configuration as well as the DC configuration 
change. The plant for subassembly 1 moves from India to Romania, and 
the plant for subassembly 3 moves from India to Ireland. In addition, 
all 12 countries on the candidate location list open distribution centers. 
India continues to serve the customers in Asian markets without DCs, 
but all other markets without DCs are now served by Ireland. Another 
configuration change occurs at а 5% tax rate. The plant for subassembly 
2 moves from India to Ireland. In addition, all DCs in Europe except 
for Ireland’s close, and the Ireland DC now serves all markets which do 
not have their own DCs 

Figure 10.2 shows the percent increase in NPV as a function of Ire- 
land's tax rate. The curve is piecewise-linear, with the kinks occurring 
at tax rates that cause a change in network configuration and/or demand 
distribution among DCs. At 0% the NPV is $45,073,946. 

The results of our example for Scenario 2 clearly indicate that lower 
tax rates can encourage companies to change their location decisions, 
and the larger the difference between the rates of low-tax and high-tax 
countries, the more centralized the manufacturing/distribution network 
structure tends to become (i.e., similar insights to Proposition 10.6). In 
ad in take advantage of tax rate differences by changing 
their intra-company transfer pr (Overindulgence in such activity 
requires caution, however, because governments often monitor transfer 
prices.) We ran the model to take additional advantage of Ireland’s lower 
tax rates by setting the transfer prices to cover the subassembly plants’ 
fixed and variable costs only (assuming full satisfaction of worldwide 
demand). The DC and plant configurations were not always the same 
for the new transfer prices. For example, if Ireland’s tax rate is set to 
0%, Romania has the plant for subassembly 1, India has the plants for 
subassemblies 2 and 4, and Ireland has the plant for subassembly 3; and 
there are only two DCs — one in India which serves the Indian market 
only and one in Ireland which serves the rest of the world. The NPV 
increases substantially with the new transfer prices for lower tax rates 
and achieves its maximum difference (Figure 10.3) at the 0% tax rate, 
where the NPV is $50,306,318, a $5,232,372 increase compared to the 
old transfer price case. 
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Table 10.4. Demand Allocation to Distribution Centers for the Regional Trading 
Agreements Case 


Scenario 3 - Regional Trading Agreements 
Regional trading agreements such as NAFTA encourage trade among 
countries within the region. For this example, we ran the model elimi 
nating the $200 tariff between countries who were members of the same 
regional trading blocks. We defined three trading blocks as 1) NAFTA: 
‘The U.S., Mexico, and Canada; 2) European Union: The U.K., Ireland, 
Germany, France, Portugal, Spain, The Netherlands, Belgium, Luxem- 
bourg, Denmark, Italy, and Greece; and 3) Asian Union: Taiwan, Thai- 
land, Malaysia, Singapore, The Philippines, South Korea, and Japan 
Under the trading blocks scenario, the plants for subassemblies 1 and 
3 move from India to Romania. Also, demand gets substantially reallo- 
cated among DCs to take advantage of the tariff-free trade zones. Table 
104 shows the new demand allocation to DCs, which demonstrates the 
“regionalization” effect on the distribution network structure. One DC 
їп each of the trading zones is supplying the demand for all countries 
within the free trading region (except for the DC in the West U.S. which 
was also open along with the East U.S. DC in the base case due to the 
significant, albeit tariff-free, distances). This result is along the same 
lines as the insights of Lemma 10.7 and Proposition 109. The NPV of 
Scenario 3 is $42,624,747, a $3,684,228 increase from the base case. 


Scenario 4 - Local Content Requirements 
We examine the effects of a local content rule which imposes the $200 
tariff for domestic shipment from a DC unless the value of the subassem- 
blies from domestic plants plus the value added at the DC is at least as 
high as the local content percentage times the final good's value. 
Symbolically, we altered the program in the following way. Ifa country 
has а local content rule, then two new decision variables are added: 1) a 
binary variable Гу, which is activated if country Е has a DC in period 
£ but the local content constraint is not satisfied; and 2) a nonnegative 
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linear variable А which represents the additional tariff cost for domestic 
shipment of goods that do not satisfy the local content requirement. Two 
new constraints per period are needed: 


(1 - Va уны z MPa + (ZB ахым) st 
; 


T men 


and A4 > A | E Yi МО Taj) |, Yk, t (A 20), 
jet 
where L is a set that contains all of the markets in the tariff-free zone, 
О) is the local content percentage, M is a very large number, and A 
represents the additional tariff penalty per unit. The tariff penalty Az, 
is then added to the DC transportation cost term ag, in the objective 
function. 

Trading blocks may impose local content requirements as well. For 
example, NAFTA uses a 62.5% rule in some cases. In the example prob- 
lem, we examine the effect of a local content requirement in the Asian. 
Union, where no subassembly plants exist in the optimal solution of 
Scenario 3. We obtained solutions for local content percentages ranging 
from 10% to 100%, incrementing by 10%. 

At 10%, a plant for subassembly 4 is opened in Taiwan, and the 
distribution of demand among the DCs remains the same as in Scenario 
3. At 30%, however, a major worldwide shift occurs. First, a plant for 
subassembly 3 is opened in Taiwan in addition to the subassembly 4 
plant. Furthermore, the two plants in Romania are closed, and a plant 
for subassembly 1 is opened in both Mexico and India. This also causes a 
istribution center to be opened in Mexico to serve the domestic market. 
there. Finally, the DC in Romania closes, and India now serves all of 


Romania's former markets. 

Another change occurs at 50%. The plant configuration in Taiwan 
is the same, but the plants for subassembly 1 close in both India and 
Mexico (as does the DC in Mexico), and the subassembly 1 plant is re- 
opened in Romania. This is the high investment, low variable cost plant 
in Romania. The transfer price per unit of subassembly 1 charged by 
Romania to Taiwan is $319.98 vs. a price of $404.57 charged when Tai- 
wan “received” subassembly 1 from India. (Although the distance from 
Romania is further and the depreciation expense is larger than from a 
subassembly 1 plant in India, these effects on the transfer price are more 
than offset by the substantially lower variable production cost in Ro- 
mania). So while in a physical sense the same subassemblies (3 and 4) 
are made in Taiwan under a 50% local content rule vs. a 30% rule, the 
total value of the product in Taiwan decreases since the transfer price of 
subassembly 1 decreases by $84.59 compared to the price charged pre- 
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viously by the plant in India. In other words, Taiwan satisfies the local 
content rule not by increasing the numerator (value of local content), 
but by decreasing the denominator (value of the total product). This 
allows the DC in Taiwan to continue to satisfy local content with just 
two plants. Finally, the opening of the plant in Romania causes its DC 
to reopen, although India now continues to serve the markets of Norway, 
Finland, and Russia. 

A third plant (for subassembly 1) opens in Taiwan under the 60% rule. 
Following the insights of Proposition 10.10, reasonable size increases in 
the local content rule of a trading region induce further manufacturing 
investment in the region. This move causes the subassembly 1 plant and 
the DC to close again in Romania. In addition, the subassembly 1 plants 
reopen in India and Mexico. The DC configuration returns to the 30% 
rule case. 

Countries or trading blocks can become too greedy, however. An 80% 
rule in the Asian Union becomes too costly to try to accommodate. At 
that point all plants in Taiwan are closed. Now India has plants for all 
four subassemblies, and Mexico has plants for subassemblies 1 and 4. 
(The DC in Mexico remains open to serve the domestic market there.) 
Even the DC in Taiwan closes, so now India serves all of the Asian Union. 

A similar “boomerang” effect occurred when we tried a local content 

rule for Germany and China only. The demand was insufficient in those 
countries to induce any plants to open. Instead, the DCs were forced to 
close in each case, “robbing” the local governments of any employment 
or income tax revenue. The insights of the “boomerang” effect of local 
content rule changes, as well as relevant conditions for it to occur, are 
also described in Corollary 10.11 of the previous section. Munson and 
Rosenblatt [1997] observe a similar effect for a different type of local 
ntent requirement, 
Clearly local content rules can greatly affect the size and type of in- 
vestment in а country or trading block, and the implications may af- 
fect the entire worldwide configuration. Companies should monitor such 
rules closely and take them into account early in the network design 
stages. 


5. Conclusion 


Government subsidies in facility financing, tariffs and regional trading 
rules, and favorable corporate taxation laws are main factors in explain- 
ing the structure of global manufacturing and distribution networks. We 
have presented a modeling framework that provides (for decision support. 
purposes) the effects of such factors on the structure of global facility 
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networks. From our analysis of special cases of the model, we obtained 
useful insights on the structure of such networks, which we present in a 
summary form below: 


(i) when transportation of subassemblies is expensive, firms prefer 
centralized manufacturing and distribution structures; 


(ii) increased trade tariffs favor gradual decentralization of the distri 
bution networks; 


(iii) differential tax rates tend to favor more centralized manufacturing 
and distribution network structures, with the low-tax countries 
attracting not only plants and DC investments but also serving a 
larger portion of the worldwide demand via their DC: 


(iv) formation of trading zones in certain environments (e.g., when the 
transportation cost of subassemblies is relatively insignificant com- 
pared to the final product) tends to have a “regionalization” effect 
on the facility network (i.e, the facility network becomes decen- 
tralized over trading zones but centralized within each zone); 


(v) reasonable increases in local content requirements within a country 
or a trading zone entice firms to transfer facilities to that country or 
zone; however, inappropriate setting of local content requirements 
may result in exactly the opposite effect (i.e., withdrawal of all 
facilities from the country or zone); 


(vi) even a small subsidy of facility financing by a country's government 
is in most cases adequate to attract facility investments in the 
country. 
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Appendix 
Proof of Proposition 101: The only component of the objective function affected 
by this decision s Ba, Le the transportation cost of subassemblies to DCS. For 
each subassembly i, transportation costs are minimized by locating in the country 
onfaining the DC serving the largest demand. Ths way we minimize the additional 
trade tariffa (Le. А component of the transportation сой). Far the case where all 
Countries have DCs in them, the subassembly plant location Ма no effect on the 
Objective function, and thus the proposed solution of this proposition is among the 
optimal ones 
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Proof of Proposition 10.2: 


NPV( DC) - NPV(q DCs) 


8-0 WHS g-sacnm ari e ) 


‘The term inside the large parenthesis may be positive or negative. IF it is positive, 
then only one DC should be used. Iit is negative, then A DCs should be used because 
the difference NPV (IDC) - NPV (gDCs) is maximized when q = №, As T = oo, the 
term inside the large parenthesis equals W + (1 — t ACD (I3 — 1) + F/B. whichis 
positive Ид > 1. If 19 < 1, the expression is decreasing in D and equals zero when 


D= (80/010 + ДАС (1 - га) 


Proof of Proposition 10.3: Due to the deductibility of interest, the cost of debt 
is (1 — t)r, Since the firm's cost of capital is 8, the company should accept a loan 
as long as the cost to service the debt is less than what it can earn on the principal, 
ie. (1- t)r < B, or r < f/(1-— t). This is true for any size investment as long as 
the firm's debt ralio does not change significantly. Propositions 101 and 102 imply 
that, for the base case, all / plants will be located in a country with a DC. Since the 
countries are identical, the firm will increase NPV by placing all 7 plants and a DC in 
the country offering the financing, assuming that the interest rate satisfies the stated 
condition, 


Proof of Lemma 104: Let country A be the one with the lower tax rate (0) 
Country В will represent any of the other arbitrary countries with tax rateof te" < 0) 
We need to consider four cases: 

Case Cl-all markets served from A and all plants are located in A; 

Case C2-all markets served from B and all plants are located in B. 

Case C3-all markets served from A and all plants are located in В; 

Case С4-ай markets served from B and all plants are located in A; 
‘The cases only differ with respect to their annual cash flows (ACF). We use the 


notation АСЕ(С1), ACF(C2), ete., to denote annual cash flows for cases CI and C2, 
тарепте, These expressions are 
ACF(CI) = (1 — t')|NPD ~ (N + NA - AJCD - NI9CD — If 
NDV) 04280, 
—t)[NPD-(N- NA- A)JCD- NI9CD— If -F-NivD-NDV|+ 


P- Мар = 


ACF(C3) = (1 — #)IND(P — Ip) - (N + NA - A)CD - F- NDV) + ЧЕ +01 - 
ур - (1+ A)NISCD — 1] — NIvD) + ЧА; 
) = (1 DIND(P - Ip) - (N + NA — А)Ср 
TINDIS- (4 + A)NISCD — 1f – NID] + ЧА, 
‘After subtracting the annual cash flows and rearranging terms: 
ACF(CI) - ACF(C2) = (t — ¢)INPD—(N + МА ~ AJOD - NISCD — If — F — 
NoD - Мру ~ Ig 


= NOV] + HE +й- 
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ACF(CI) - ACF(C3) = (t-t')NDIp- NICD—1f -NIvD 2| &(1-0)ANI9CD; 

ACF(CI) - ACF(C4) = (t — ')ND(P — Ip) -(N - NA- AJCD- F Мру — 
X] (1 - ')ANIPCD. 

All three differences are positive due о the assumption of the price structure ensuring 

nonnegative profits in each country of operation. Thus, Case 1 has the largest NPV, 

Which proves the lemma. 


Proof of Lemma. 105: We need to consider five cases 

Case CS — ай markets without a DC are served from A and all plants are located 
in A; 

Case C6 — all markets without a DC are served from B, A has a DC, and all plants 
in B; 

Case C7 — all markets without a DC are served from A and all plants are located 
in B; 

Case C8 — all markets without a DC are served from B, A has a DC, and all plants 
iA 

Case C9 — country А has no facilities 

"The cases only differ with respect to their annual cash flows. These expressions 
for C5-C8 are: 

ACE(C5) = (1-t'){{N—(@-1)] D(P— Ip) -CD-- (N -9)1--A)CD- NDIp- ICD. 
ia ICD +A) ~ (N= 9) SCD — 1f -F — NIoD - |N — (g~1)]DV) + 
£A (q — (0 - DID(P - Ip) -CD - F - ру] + I); 

ACF(CO) = (1-#){(N~1) (P= Ip) = (a8 D [N - (a De ACD NDIp— 
I8CD ~(q=1)9CD(+4) (Ng) CD =1f—(q~1) FN 1vD-(N-1)DV} 
HUAREWA) 4 (1 — e)[D(P — Ip) - CD -F - DV] + “3; 

ACF(GT) = (1£(N - (a DDUP — I5) - CD - UN - (1 )ED—F-[N— 
рур &(—0)(NDIp-I8CD-(N-)I9CD(--A)-1f -NIoD) ЧА 
+a- 14 - [DU — 1p) - CD - F — DV] E; 

Q.-0( - DU — Ip) - (a CD - IW — (8 — DQ-- A)CD - (@— 
= (N= DDV) 39. + (1 — V (NDIp - ICD - {М — )I9CDQ + 
-If - NToD) + ФА (1 ~¢)|D(P — Ip) - CD- F - DV] S. 
After subtracting the annual cash flows and rearranging terms; 

 ACF(CS) - ACF(CG) = (t-t){NDIp-I9CD-(4-1)I9CD(1+A)-(N—0)19CD- 
1j - NIS — Hà +N - DP — 19) - V - (+ AC] + Q — 0 + ACD: 

ACF(CS) - ACE(CT)  (t-P(NDIp- NISCD -1f - NID- 1) &HCDAQ— 
(NV 7 1-0) - D 

ACF(CS) - ACF(C8) = (t — )(N — a) (P — Ip) - V — (1 + AC] + (1 - PN - 
4)9CDA 4(1 — 001+ A)CD 

All three differences are positive due to the assumption of the price structure ensuring 
nonnegative profits in each country. Finally, Case CS dominates Case C9 using the 
following argument. Suppose that (g-1) DCs have already been located in the higher 
tax rate countries and they serve their home market only. The final DC which serves 
the rest of the markets must be located in either country А or country В. This is 
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а one-DC location problem described by Lemma 104, which implies that the DC 
should be located in country A. 


Proof of Proposition 106: The first statement is a direct result of Lemmas 104 
and 105. The two net present values, then, that need to be considered are: 


xev DC) = 
I[-F- NIvD- NDV] yn +8; 


IA- W4 $ (1 - OINPD - (N + NA ~ A)CD - NISCD — 


NPV(q DCs) = -1A -qW + E: (а-у - (o - DIDP ~ 9) - CD - (N — 
(t+ ACD + NDI ~ 1000 - (4 -1гөСр() + A) - (N -HCD 1f — 
-NIDN — (o - 1) DV] 4:8) +(q~1){(1- {DP = Ip) - CD — 
F- DV| + SEQQ + A. 
Subtracting the two: 


NPV(1 DC) - NPV(g DCs) = (g~ 1)(W + E Ха -ACDS -1) -ü-0F- 


SE + (t - UD - Ip) - C - VO 9?) 
As with the base case, if the term inside the large parenthesis is positive, then only 
one DC should be used (in country A). If it is negative, then М DCs should be used 
because the difference is maximized when а = N. 


Proof of Lemma 10.7: Each DC that is built requires an investment plus an annual 
fixed cost. The only benefit of building more than one DC is to avoid the tradetariff A. 
The proof follows since transportation within a tariff-free zone has no A component. 


Proof of Lemma 10.8: Along the lines of Proposition 10.2, it can be shown that 
either one DC should be built for the whole company or one DC should be built in 
each zone. If Z DCs are built, then subassembly transportation costs are minimized 
by building all / plants somewhere in zone Zl. If one DC is built, then it should be 
built in Zlto minimize the transportation costs of the final product. In that case as 
well, subassembly transportation costs are minimized by building those plants in Zl 


Proof of Proposition 109: Let z’ countries be located in the zone ZI that contains 
the most countries. Then by Lemmas 107 and 108, the NPVs of the two possible 
configurations are 


NPV( DO) = -IA - W + È {1 - )NPD ~ CD - (N = Z)0 + AJCD - 
NHICD - 15 - P -NISD- NDV) EAD + s 

NPV(Z DCs)= -L4— -zw È {0-)INPD-NCD-:'10CD-(N-2)100D0+ 
A) -If -ZF - NID- INDY} чанд + ду. 


NPV( DC)-NPV(Z DCs) = (Z - QW + © {1-0 КАСБ - 1) F] - 


Ка +A”) 
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As with the base case, a centralized distribution network is optimal if and only if 
the term inside the large parenthesis is postive (it is one of alternate optima if the 
term equals zero). That term only differs from the corresponding base case by the 
factor (N — 2)/(Z — 1), which is greater than 1 assuming that at least one zone other 
than А contains more than one country. Thus. the term ACD (I — 1) is weighted 
more heavily than under the base case. So when that term is positive (79 > 1), the 
entire term inside the large parenthesis is more likely to be positive than under the 
base case, but when that term is negative (79 < 1), the entire term inside the large 
parenthesis is more likely to he negative than under the base case, 


Proof of Proposition 10.10: The denominator represents the NPV of the cost of 
moving one subassembly plant from country A to country B. The numerator is the 
NPV of the cost of not satisfying the local content rule. Ifthe local content rule is not 
satisfied, then with a tariff of Д charged to domestic shipments of the final product, 
the firm would desire to close the DC in country B and serve that market from the 
DC in country A (due to the lower tax rate and elimination of the tariff-free domestic 
shipment). If this occurs, then the firm will have one less distribution center but will 
incur a tariff on final products shipped to country В. The numerator must be positive 
ог it would not have been optimal to have a DC in country B in the first place. 


Proof of Corollary 10.11: Let ©” be the largest Ф which satisfies (10.1). Then the 
local content percentage is too high if ф° > 4, which occursif [Qp (1-9) VI/p 
is greater than the right-hand-side of (10.1) 
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Abstract — We propose a planning model for multiple products manufactured across 
multiple manufacturing facilities sharing similar production capabilities. 
The need for cross-faeiliy capacity management is most evident in high- 


tech industries that have capital-intensive equipmes 
nology life cycle. Our model is based on an emerging pri 
industries where product managers from business un 


and а short tech- 


s dictate manufac- 


turing planning in facilities that are equipped to produce their products. 
We propose а multicommodity flow network model where each commod- 


ity represes 
manufacturing facilities capable of produci 
in depth the product-level (single-commodit 


s a product and the network structure represents linked 
he products. We analyze 
multi-facility) subprob- 


em when the capacity constraints are relaxed, We prove that even the 
general-cost version of this uncapacitated subproblem is NP-complete. 
We develop a shortest-path algorithm for this problem and show that 
it achieves optimality under special cost structures. We analyze and 


pi 
lutions. To solve the overall (multi 
develop a Lagrangian decomposi 


ой specific cases where the algorithm fails to produce optimal so- 

mmodity) planning problem we 
ion scheme, which separates the plan- 
ng decisions into a number of single-product, multi-facilty subproblems 


and a resource subproblem. Through extensive computational testing, 
we demonstrate that the shortest path algorithm is an effective heuris- 
tic for the MIP subproblem, yielding high quality solutions with only a 


fraction (roughly 2%) of the computer time. 
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1. Introduction 


This research is motivated by production problems in the electron- 
ics, semiconductor, and telecommunications industries. These indus- 
tries struggle with their production planning problems in an increasingly 
complex and rapidly changing supply chain environment. Specifically, 
to better utilize their capital-intensive equipment they are pressured to 
produce a wide variety of products in each of their production facili- 
ties. However, since these products may each belong to a different sup- 
ply channel operating under different delivery and outsourcing contracts 
and demand characteristics, production planning decisions are often rel- 
egated to product managers who are most familiar with their specific 
customer and supplier issues. On the other hand, production managers 
must consider resource consolidation and capacity management issues 
ent fashion across manufacturing facilities. These competing 
viewpoints complicate supply chain planning significantly 

Coordinating production under a complex supply structure is not a 
new problem. However, two recent trends in these industries exacerbate 
the intensity of the problem. First, the trend toward increased market 
responsiveness intensifies the operational dependency within the supply 
chain. In the past, excess inventory was generally used to reduce the im- 
pact of variation across different facilities. Today, most manufacturers 
are moving away from carrying substantial inventories. Second, the rate 
of technological innovation significantly shortens the life span of manu- 
facturing equipment, which in turn increases the cost of manufacturing 
capacity. This combined with increased product variety and decreased 
product volumes prompts manufactures to cross-load their manufactur- 
ing facili 

In this paper, we focus on cro 
high-tech manufacturing companii 
research is motivated by experiences in a production management sys- 
tem at a major semiconductor manufacturer for their world-wide supply 
base, and by the quantitative supply chain literature. Quantitative anal- 
ysis of supply chain management has been focusing on channel design 
in general and stocking policies in specific using extensions of inventory, 
game-theoretic, and strategic models (Tayur et al., 1999). Cohen and 
Lee (1988), (1989), Sterman (1989) and Davis (1993) are among the pi- 
oneers who made significant early contributions. Various developments 
of these models remain an area of active research (c.f., Tayur et al. 1999, 
Lee et al. 1995, Hahm and Yano 1995а,Ь and Arntzen et al. 1995). In 
addition to supply chain design, coordinating various aspects of supply 
chain operations has been an area of active research as well. This line of 


ies. 


facility operational planning faced by 
in a supply chain environment. Our 
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work is exemplified by Vidal and Goetschalckx (1997), Hahm and Yano 
(1995a,b), and Ertogral and Wu (1999). A related, but distinctively 
different, line of research focuses on the extension of production models 
in the context of MRP systems (c.f., Billington et al. 1983, Carlson and 
Yano 1983, Gupta and Brennan 1995, Balakrishnan and Geunes 2000). 
The focus here is manufacturing planning in the context of multi-echelon 
and multi-facility production. This line of research is rooted in multi- 
level, multi-period, capacitated lot-sizing models. A number of surveys 
(cf., Bahl et al. 1987, Goyal and Gunasekaran 1990, Baker 1993, Kimms 
1997) provide an excellent overview for research in this area. While our 
proposed model can be linked directly to the multi-level lot sizing litera- 
ture, it has two distinctive features that were not previously addressed: 
is the explicit consideration of facility selection decisions. Most ex- 
isting work assumes either a single facility, or multiple tiers of facilities 
as defined by the product structure, but the facility selection decisions 
are given a priori. Second, we study a single-item subproblem (with 
facility selection decisions) that has been overlooked in the literature. 
Unlike it's single-facility counterpart, this subproblem is NP-complete 
even in the uncapacitated case. Despite this, we show analytically and 
empirically that a shortest path algorithm can be extremely effective. 


2. A Multi-Facility Production Model 


We now consider a multi-facility production model where a set of end- 
items is to be produced in multiple facilities over multiple periods. Each 
end-item has a bill of materials described by a product structure. In 
addition, there is a supply structure where a set of alternative facilities 
could be setup to produce each item described in the product structure. 
Figure 11.1 illustrates the product and the supply structure. The product 
structure in Figure 11.1 can be represented by an nxn matrix [nj] where 
ац, is the number of units of item i (directly) needed to produce one 
unit of item k, We define a supply structure matrix [rjj] where туу = 1 
if facility j could be used to produce item i, and туу = 0 otherwise. In 
this paper, we will focus our attention on the supply structure. 


21 A Multicommodity Flow Model 


Production planning in the above multi-facility environmen 
plex in that the facility selection decisions are combined with multi-stage, 
multi-item, multi-period production decisions. To approach this problem 
wwe take the viewpoint ofa subset of manufacturing facilities in the supply 
network. Each manufacturing facility can produce a variety of products 
(items) (i = 1,2,...,n)over multiple periods (t = 1,2,...,7),while 


com- 
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Figure 11.1. A Supply Network with Three End-Items (1, 2, and 3), Six Facilities (1 
to VI) and а Maximum of Three Alternative Facilities for an Item 


each item 4 can be produced in a specified set of alternative facilities 
(i € Ji J; € 1,2,...,m). Each facility can be setup to perform certain 
production processes with a setup cost. Now consider a multicommod- 
ity network G(N,A) where each item i corresponds to а commodity in 
the network. Let Dj denote internal demands for item i in period t as 
defined by the end-item demand and the product structure. Suppose 
Dj can be determined a priori; we can then define а multicommodity 
flow network corresponding to the supply network as shown in Figure 
112. This multicommodity flow network has three main parts: a set of 
source nodes representing demand dispatching points, a set of sink nodes 
representing demand fulfillment points, and a set of production subnets 
їп between, each representing multi-period production to be carried out 
by a facility. Each commodity (product) 4 has a source node sf, and T 
sink nodes di, one for each period t. 

We first describe the overall network structure. The input flow for 
source node s! is the total demand over T periods for item i (уу ү 
and the outflow on sink node di is the demand for item i in period 
t, (Di). The presence of an arc going from source node в* to facility 
t that facility can be setup to produce item 
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i, These arcs are specified by the supply structure matrix, iè., there is 
an arc (i, j) corresponding to each non-zero entry of matrix [rjj]. The 
subnets between the set of source and sink nodes represent production 
facilities shared by the products. The arcs going from facility subnets 
j 9 1,2... Ji period t, to sink node di represent the requirement that 
item 75 demand in period t is to be fulfilled by the production and/or 
inventory from all (or some subset) of its J; alternative facilities. Note 
that the production subnet can be further “customized” according the 
structure of each manufacturing facility. For example, the structure i 
Figure 112 shows the familiar single-stage multi-period lot-sizing model. 
This can be extended to a multi-stage model (c.f., Afentakis 1984), or 
other multi-period models. To streamline the analysis, we assume single- 
stage facility subnets throughout the paper. 

We now characterize arc labels in the multicommodity network. Each 
arc in the network is characterized by (f*,c',u): arc flow fi, per unit 
cost ой, and arc capacity u. The interpretation of these values varies 
according to the types of arcs. The ares going from source nodes s to 
the facility subnets 's are facility selection ares А, С A, characterized 
by (rj, c, ui) : 25 represents the total production of item j to be per- 
formed at facility j over t = 1,...,T, ci represents the (per unit) costs 
that differentiate the facilities (e.g.. by quality history, reputation), and 
capacity uj; represents the maximum amount of еті that can be pro- 
duced in facility j, When the dynamic lot-sizing model is used in the 
production subnet, two types of arcs are used: arcs going from left to 
right are production ares Ap C. A, characterized by (2c, сару): pro- 
duction quantity zi, unit production cost ©}, and production capacity 
сару. Arcs going from the top down are inventory arcs Ay C A charac- 
terized by (J5, hi, тоу): inventory carried from period # to t+ 1, Г, 
unit inventory holding cost Ai,, and inventory limit йоу, Finally, an arc 
going from facility j in period ¢ to sink node di belongs to the demand 
arcs Ag C A,characterized by (B, riy, сари): biytepresents facility j's 
contribution to demand Dj, ri, represents the per unit transportation 
cost from facility j to the demand point i, and сару is the transportation 
capacity in period t. 

Given the above specification, we can define the general multicom- 
тойну constraints (1.1) and (11.2) as follows: 


General are capacity constraints for all arcs 


ah < ug, WÇ j) € Ass 
X 6j < fjetje V.) € Ap U Ar U Аш, (14) 


= 
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Figure 11.2. А Multicommodity Flow Network for the Production Problem 
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where is the capacity consumption rate. Denote œas the node-arc 
incidence matrix for the multicommodity flow network G(N,A) and e 
the net balance flows for commodity j. The mass balance constraints 
are as follows 


Mass balance constraints for each commodity 
afí- é, Vie N. (112) 


In addition to the general multicommodity flow constraints as speci- 
fied by the network structure G(N,A), we define additional constraints 
for each facility submodel. Consider the multi-period lot-sizing model 
we use for all facility subnets. While the inventory balance constraints 
are part of the mass balance constraints (11.2), we need to define ad- 
ditional constraints due to setups. Let ай, denote the rate of capacity 
consumption for setup activities; бї, is a binary variable indicating the 
existence of a setup for item (= 1,...,n) at facility j(= 1,...,m) in 
period (= 1,...,7). The production specific constraints are as follows: 


Production capacity constraints for production and setup 
(булу + ali) < сари, Y, t) € Ap. (11.3) 


= 


Setup constraints. 
ту € Мб, Vi € N,(,t) € Ap, (11.4) 
where M is a sufficiently large constant. 


Demand for each item must be satisfied 

Li 
The end-item demand triggers internal demands in the supply chain as 
defined by the product structure. 

Denoting Ki as the set-up cost for item i at facility j, we state an 
objective function with all cost components defined for the production 
subnet. A cost component unique to each product i, say 507°, сї, u), 
could be added to the objective to reflect special requirements imposed 
by the supply channel of j, Since this does not affect our analytic results 
significantly, we will not consider this cost term here. Thus, a multicom- 
modity flow formulation of the multi-facility production problem (P) is 
as follows: 


Dj, Vie №. (и) 
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Problem (P) 


Ton d 


Minimize z= УУУ (сий, + Ki), + МГ erba) 
ан 
m 


«General Multicommodity Flow Constraints (11.1)-(11.2)> 
«Production Specific Constraints (11.3)-(11.5)> 
<Nonnegativity Constraints» f*, ai, Ti, b; > 0 
«Binary. Constraints» б}, € {0,1} 


It is useful to note that in this multicommodity flow model, only the 
capacity constraints (11.1) and (11.3) are bundling constraints. All the 
other constraints can be decomposed by commodity (product). (P) is a 
multi-period, multi-item, multi-facility production planning model 


3. Model Analysis 


To explore special subproblem structures that will later help the solu- 
tion of model (P), we consider two submodels in the following sections. 


3.1 Uncapacitated Single-Item, Multi-Facility 
Model without Transportation Costs 


As stated above, model (P) can be decomposed by commodity af- 
ter relaxing the bundling capacity constraints (111) and (113). We 

st consider a capacity-relaxed single-item, multiple-facility subprob- 
lem (without transportation costs) for commodity # as follows: 


(Р) 


тд 
Minimize У) У (сити + Кубу + паи) 
1 
st 
«mass balance constraints for commodity à (11.2)> 


«setup. constraint for commodity i (11.4)> 
<nonnegativity and integrality constraints for commodity i > 


Subproblem (P,) represents a subset of the decision problem for the 
product manager of і who must decide where to produce her prod- 
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uct among a certified! set of manufacturing facilities Л. Note that we 
dropped the cost component $;(f‘,c',u) from the objective, hence the 
facility selection and the transportation costs are assumed to be zero. 
Figure 113 depicts a subnetwork defined by commodity 1 (for problem 
(Р,)) corresponding to the example in Figure 112. 

While the above facility-selection/lot-sizing problem has not been well 
studied, the single-facility, single-item, uncapacitated lot-sizing problem 
has been studied intensively in the literature. Despite the binary vari- 
ables it is well known that this problem can be solved in polynomial time 
using Wagner-Whitin (1958) type algorithms. In recent years, more ef- 
ficient implementations of Wagner-Whitin algorithms have been devel- 
oped (c.f., Federgruen and Tzur 1991, and Wagelmans et al. 1992), which 
have complexity of O(n log п) ог better. Embedding these polynomially 
solvable problems as submodels, the multi-item, capacitated lot-sizing 
problems are frequently solvable in a reasonable amount of time for 
realistic size problems (cf. Tempelmeier and Derstroff 1996). Since a 
primary new consideration in our model (P) is the selection of alterna- 
tive facilities, it is important to know the structure and the complexity 
of subproblem (РЗ). This analysis is important to the solution of (P) 
since (1) (P,) has the form of a mixed integer program, and (2) there is 
по straightforward (efficient) decomposition from the multi-facility case 
to a single-facility problem. In the following, we first show that (Pj) is 
NP-complete when the holding cost hj is general and not restricted in 

ign. We then show that an efficient algorithm exists under a special set 
of conditions. Later in Section 4 we show computationally that under 
general cost conditions this algorithm is an effective heuristic, solving 
most instances of (P,) optimally. 


Theorem 11.1 [Non-splitting property] There exists an optimal solu- 
tion to the uncapacitated, single-item, multiple facility problem (Ру) such 
that item i's demand in period t is satisfied by the production or the in- 
ventory of exactly one of the Jj facilities, ie, exactly one bi, among 
j € Ji is non-zero (= Dj) for each period t. 


Proof: See Appendix. 
As we shall see in the following exploration, the insight provided by 


the non-splitting property plays an important role in the development 


"The notion of facility certification is important in Semiconductor Manufacturing where a 
product can only be produced in а facility that has been pre-cerülid for quality and yield. 
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Figure 11,3. Subnetwork Corresponding to Commodity 1, with 2 alternative facili- 
ties, 4 periods 


of solution algorithms for the uncapacitated subproblem (P;) as well 
as the overall problem (P). Nonetheless, despite its promising outlook, 
subproblem (P,) can be only solved efficiently under more restrictive 
conditions due to the existence of several special cases. In the following, 
we first show that under generalized cost conditions subproblem (P) is 
NP-complete. 


Theorem 11.2 The uncapacitated, single-item, multiple-facility prob- 
lem is NP-complete when the inventory holding cost hj, is a generalized 
cost coefficient not restricted in sign. 


Proof: See Appendix. 


Upon examining the proof it should be clear why NP- completeness is 
only constructed for the case where arc cost is not restricted in sign. In 
the following, we show that the NP-complete status remains when the 
demands or the setup costs are constant. 


Corollary 11.3 The problem stated in Theorem 11.1 remains NP-com- 
plete when the period demands D, are constant over periods t = 1,...,T. 


Corollary 11.4 The problem stated in Theorem 11.1 remains NP-com- 
plete when the setup costs К are constant across facilities j = 1,...,m. 
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In the following, we go on to show that despite the NP-complete status 
of problem (Р;) and its variations, under special conditions a shortest 
path algorithm solves problem (P). 


Proposition 11.5 The uncapacitated, single-item, multiple-facility prob- 
lem (P;) can be solved in polynomial time using a shortest path algorithm 
if the following conditions hold. 


(i) No simultaneous production of item i over more than one facil- 
йу сап take place in a given period. In other тогулу, = 


OVi, jik # 1,4. 


(ii) No production of item i will be scheduled at all if there is inventory 
carried over from a previous period in one of the facilities. In other 
words, zi It, = 0Vi,j byt. 


Proof: We will state the proof using a familiar graphical representation 
as in Figure 114. The first row of nodes denotes facility 1 and the j^ 
row denotes facility Jj. There are T + 1 time epochs: 0, 1, 2, 3, and 
a period is the interval between epochs, i.e., between epochs 0 and 1 is 
period ¢ = 1, and between 1 and 2 is period ё = 2, etc. A horizontal 
arc denotes the production that satisfies all the periods’ demand within 
the time epochs. The arc cost includes production, inventory and setup 
Costs. A vertical arc denotes a switch from one facility to another and 
the cost associated with these arcs is 0. There is an artificial source and 
sink, and arcs adjacent to these nodes have 0 cost. In a general graph for 
each time epoch there are arcs for all the facility periods. So production 
of an item may switch from one facility to any other in different periods. 
From condition (ii), there will be production scheduled for item only 
if there is no inventory carried over from a previous period in one of the 
facilities. In other words, in an optimal solution exactly one arc will 
be chosen to enter a given node in the network. On the other hand, 
condition (i) states that there can be no simultaneous production of 
items in more than one facility in any given period. In other words, in 
ап optimal solution exactly one arc will be chosen to leave a node in the 
network. This means that an optimal production schedule corresponds 
to а source-to-sink path in the network, and it corresponds to a shortest 
cost path. © 

Unfortunately, there are cases where conditions (i) and (ii) in Propo- 
sition 11.5 do not hold in the optimal solution. This is caused by special 
cases such as the following: under completely general production and 
inventory holding costs, it could be optimal to produce 23, in a facility 
j in period t, and hold this amount in inventory for a future period t +1 
(i > 1) without using it in periods ¢ + 1,...,t +l — 1. Since more than 
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Figure 14. ‘The Multi-Facility Production Problem as a Shortest Path Problem 


one facility may produce, the demands in periods ¢+1,...,t+1—1 could 
be satisfied by a number of facilities other than j, This creates the pos- 
sibility of “multiple-path” production (see Figure 11.5). For instance, in 
Figure 11.5-(b), production is started in period 1 at both facilities 1 and 
2, while the former is used to satisfy demands in periods 2 and 3, and 
the latter is produced for period 1. This is possible when the production 
cost for facility 1 in period 1 is higher than that of the facility 2, but 
the combination of production and holding costs for periods 2 and 3 is 
lower in facility 1 than that of facility 2. Note that this particular case 
violates condition (i) and our shortest path algorithm will not identify 
this as a solution. Similarly, in Figure 11.5-(a),(c),(d), condition (ii) is 
violated since production takes place in one facility despite the fact that 
the other facility holds inventory. 


Proposition 11.6 When it is optimal to start a production at facility 
j in period t for a future period t +1 (1 > 0) while the demands in 
periods t,...,t+1—1, are satisfied by facilities other than j (none of j’s 
inventory is consumed during t,...,t+1—1), then subproblem (P;) can 
be no longer solved by our shortest path algorithm on the given network 


Proof: It is sufficient to make an observation that under the above 
situation either condition (i) or (ii) in Proposition 11.5 will be violated, 
It is known from the Leontief structure that bi, for a facility j can be 
either Dj or 0. Suppose the demand for period { is satisfied by facility 


k but not facility j, i.e., for facilities j and К, bf, = 0 and bi, = Di, 
respectively. Since тї, + I, П, = Б, Vj, it is possible to have 
(Case 1) (ai, = Г, = Dj, and Ij, ; = 0) and (zi, = Di and Г, = Ii) 
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Figure 11.5. Four examples cases where the Shortest Path Algorithm may fail 


(violation of condition (i)) (Case 2) (zi, = 0 and Ii, = у = Б) 
and (xj, = Dj and Ti, = Ij, ,) (violation of condition (ii)) Recall that 
conditions (i) and (ii) in Proposition 115 are as follows: 

O тїш, =0, Vi E t 

(i) 28,10, ЛК 

clear that condition (i) is violated while іп Case 
lated. <> 


In Case 1 above, i 
2, condition (ii) is v 


The fact that the shortest path algorithm is not always optimal for 
subproblem (Р,) should not come as a surprise as Theorem 112 shows 
that the generalized cost version is NP-complete. Nevertheless, the short- 
est path algorithm is a valid heuristic for subproblem (Р). In the com- 
putational experiments, we will show that the shortest path algorithm 
is an effective heuristic, and yields optimal or near-optimal solutions in 
most test cases. 


32 Uncapacitated Single-Item, Multi-Facility 
Model with Transportation Costs 

Recall that in the multicommodity flow network (Figure 112) and 

the single-item subnetwork (Figure 113) a demand arc Ag C A goes 

from facility j in period ¢ to demand point dj that is characterized by 
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(М, ris сару) where bi, represents facility j's contribution to demand 
Dj, ri, represents the per unit transportation cost from facility j to the 
demand point i, and сару is the transportation capacity in period ё, In 
Section 3.1 we assumed the transportation cost ri, = 0 and сару = 4. 
We will now consider the single-item subproblem where the transporta- 
tion cost is positive but we will not consider transportation capacity. 
The subproblem can be stated as follows 


(P) 


Ts 
Minimize У) Y. (силу + Кубу + Ааа + rb) 
аа 
m 


«mass balance constraints for commodity à (11.2)> 
«setup. constraint for commodity i (11.4)> 
<nonnegativity and integrality constraints for commodity {> 


Theorem 11.7 The uncapacitated, single-item, multiple-facility prob- 
lem with non-negative transportation cost ту і NP-complete. 


Proof: See Appendix. 


Algorithm Complexity 
We now explore possible algorithms for problem (P/) and their com- 
plexity as related to the number of facilities and number of periods. A 
first observation is made by viewing the single-item, multi-facility prob- 
lem depicted in Figure 113 as a Directed Steiner Problem (Leibling, 
1999): the subnetwork represents the problem graph, while the source, 
the root of each production subnet, and the demand nodes (on the right) 
are “compulsory” nodes, and the remaining are “optional” or Steiner 
points. The Directed Steiner Tree Problem is to find an arborescence 
of minimal total length that spans all compulsory nodes using one or 
more Steiner points. If arc lengths can be determined a priori using 
production, inventory, and transportation costs, an optimal Steiner so- 
lution corresponds to an optimal solution to (P/). It is known that a 
dynamic programming algorithm (Dreyfus and Wagner, 1972) solves the 
Steiner Problem in O[(N, + Na) - 3* + (Ne + N;)? -2*] where N, is the 
number of Steiner points (i.e., number of facilities x number of periods) 
and N, is the number of compulsory points (i.e., number of periods). 
While this observation suggests that a dynamic programming algorithm 
constructed in this fashion is exponential in the number of facilities and 
periods, using the well-known Wagner-Whitin results, we could improve 
the complexity significantly. This is stated as follows. 
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Theorem 11.8 There exists an algorithm for the uncapacitated, single- 
item, multiple-facility problem with non-negative transportation cost 
(Problem (Pl) that is polynomial in the number facilities and exponen- 
tial in the number of periods. 


Proof: Consider a simple algorithm as follows for problem (Р/): 


1 Make all combinations of assignments of D, ..., Dr to facilities 
ј =1,...ут (this takes O(m?)) 


2 Given each assignment, solve for each facility j = 1,...,m an 
uncapacitated, single-item, single-facility lot-sizing problem using 
the Wagner-Whitin Algorithm (this takes m-O(T log T)) 


The algorithm has complexity O(m7+!.T log T), which is polynomial 
in the number of facilities but exponential in the number of periods. © 


33 Special Cost Structure 


Despite these negative results, the shortest path algorithm remains 
a viable option under certain cost structures. Specifically, when trans- 
portation and production costs are fixed, when there is no incentive to 
hold inventory for more than four periods without starting a new setup, 
and when holding inventory in a facility j for two periods always costs 
more than holding inventory elsewhere for one period (i.e., when holding 
costs are not dramatically different), all cases stated in Proposition 11.6 
and Figure 115 disappear. 


Proposition 11.9 The uncapacitated, single-item, multiple-facility prob- 
lem with non-negative transportation cost (P!) can be solved in polyno- 
mial time using a shortest path algorithm if the following conditions hold: 


(i) The transportation and the production costs are fixed across facilities 
and periods 


) There is mo setup that would last more than four periods, ie., 


i 
E һу р, > Куу] 


Gii) Inventory holding costs of any two facilities j and k satisfy the 
relationship hj + hit > hii VÀ kst. 


It should be intuitive when conditions (i)-(iii) above hold in the data 
set, the condition in Proposition 116 is eliminated, while conditions (i) 
and (ii) in Proposition 115 will be satisfied, i.e., the shortest path al- 
gorithm will produce optimal solution. These conditions can be thus 
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used as a test to be performed on the data set before calculations start. 
It is quite likely that even when the above conditions are violated, the 
shortest path algorithm remains an effective heuristic. To put this point 
under solid empirical testing, we conducted two sets of computational 
experiments: the first experiment simply compares the optimal solu- 
tions for (P;) obtained by an MIP (Mixed Integer Programming) solver 
versus the solution provided by a shortest path algorithm. The results 
are summarized in Section 3.4. The second set of experiments is more 
complicated; here we test the quality of the single-item shortest path al- 
gorithm as a subproblem heuristic for the multi-item problem (P). This 
will be detailed in Section 4. 


34 Performance of the Shortest Path Algorithm 


To instantiate the insights gained from the analytic results, we con- 
duct intensive empirical testing by varying setup, holding, production, 
and transportation costs, the number of facility and period combina- 
tions, and levels of demand lumpiness. This results in 17,500 instances. 
We first generate a nominal case as follows: 


Setup cost, Ку ~ Uniform[1500,3500] 
Production cost, су ~ Е! 
Transportation cost, гу = Uniform [5.15] 
Holding cost, hje || 11 
Number of facilities: 4 
Number of periods: 6 
Demand, D, ^. | 11 
No demand lumpiness 
Demand lumpiness is used to generate clustered demand patterns to 
more closely resemble practical situations. While generating random 
demand for D, in period t, we first generate a random number between 
0 and 1; if it is less than the current lumpiness threshold Ç, then Dy i 
set to 0, otherwise, D, is set to the generated demand. We adjust the 
demand levels such that the expected demand remains the same as the. 
base case. 
By varying one or more factors from the nominal case, we generate. 
three groups of test problems as follows: 


(Group One): Fixed setup costs across all periods, i.e., the setup cost 
is generated once and fixed for all periods (by varying the following cost 
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factors, we generate 65 sub-groups where 100 replications are generated 
for each subgroup) 


а1-а10: varying the setup cost levels from Uniform [0,500] to Uniform 
15000,1000] 


411-420: varying the holding cost levels from Uniform [1,5] to Uni- 
Jorm[ 100.200] 


421-30: varying the production cost levels from Uniform|I,5] to Uni- 
form [100,200] 


431-240: varying the transportation cost levels from Uniformf[1,5] to 
Uniform[ 100,200] 


а41-а60: varying the number of facilities (J;)/number of periods (T) 
combinations, or | J; | x | T |, where | J, | = 2, 3, 4, 5, and 6, and 
| T | = 6, 8, 10, and 12 


461-265: varying the demand lumpiness threshold Ç= 0, 0.2, 0.3, 0.4, 
05 


(Group Two): Variable setup cost across periods, ie. setup costs are 
randomly generated for each period t. Again, 65 sub-groups are gener- 
ated as above with 100 replications each. 


(Group Three): Fixed production and transportation costs, i.e., the 
production and transportation costs are fixed to their expected value 
(10). This eliminates subgroups a2/-a40 above, resulting in 45 sub- 
groups with 100 replications each. 


A summary of the test results is given in Figure 116. As shown in 
the figure, except for subgroups a37-a40, the shortest path algorithm 
produces nearly identical solutions to the MIP (i.e., less than 3 occur- 
rences per 100 instances, with a maximum solution deviation less than 
0.2%). When more significant deviations are observed in subgroups a37- 
a40 (cases where the transportation costs are high at Uniform [40,80], 

Uniform [100,200], respectively), although the number of occur- 
rences is much more pronounced (up to 49 per 100 instances), the maxi- 
mum amount of deviation is still under 0.5% in all cases. Also observed 
from the experiments is that more significant deviation results (between 
MIP and shortest path) when the setup costs are variable across periods 
(Group Two). Now consider the Group Three results: there is no devia- 
tion between shortest path and MIP solutions in any of the 4,500 cases 
tested. (Of course this is only an empirical observation.) Consider this 
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result along with Proposition 119. It is interesting to note that when 
the production and transportation costs are fixed (condition (i) in the 
proposition), even when conditions (ii) and (iii) do not hold, the shortest 
path algorithm produced optimal solutions. These results confirm our 
insight from Proposition 116 that cases exist where the shortest path 
algorithm produces sub-optimal solutions; upon examining these cases, 
we found that they are indeed caused by circumstances as depicted їп 
Figure 115. On the other hand, the empirical results show that the 
shortest path algorithm is a very effective heuristic for the single-item, 
multi-facility subproblem. In the following section, we consider this 
single-item subproblem in the context of the multi-item problem, 


4. А Solution Methodology for the Multi-Item, 
Multi-Facility Problem (P) 


We propose a Lagrangean Decomposition scheme for solving the multi- 
item, multi-facility problem (P) where the single-item problem (Pj) is 
a subproblem. Lagrangean Decomposition, as described in Guignard 
and Kim (1987), has been applied to a variety of NP-hard problems 
including multi-item single-facility lot-sizing problems (Thizy 1991). A 
main advantage of Lagrangean Decomposition over the better known La- 
grangean Relaxation is that the theoretical Lower Bound obtained from 
Lagrangean Decomposition is at least as tight as that from Lagrangean 
Relaxation. We start our exposition by first listing the mass balance 
constraints 11.2 explicitly: 


X мем, (11.6) 


Vie N,j € Ji, (11.7) 
Uk Vie N (А (из) 


i, — WEE NLT. 019) 


If we assume that the system must return to its initial inventory at 
the end of the planning horizon, i.e., Jy = Ip = 0, we may simplify the 
above mass balance constraints. From (11.8) and (11.9) we have, 
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Group One: Fixed Setup 
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Group Three: Fixed Production and Transportation Costs 
In ali 4,500 instances in this group. the Shortest Path Algorithm produces 
the same solution as the Mixed integer Program, i.e., the number 
of occurrences and the maximum % of difference are 0 n all cases. 


Figure 14.6, Comparing the Shortest Path and the MIP Solutions (the bars represent. 
the number of different solutions out of 100, while the line graph represents the 
‘maximum % of differences) 
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i= È (а Bed Vit, thus 


I A 
X Gc han) (110) 


E 


but since [p = Lp 


Ta та 


т. т 
У. =+ У = htr) h (1111) 
1“ Шш 


so we can rewrite (11.10) as 


AUT 


Ув УУ амел (11.12) 


Note that (11.12) implies constraints (11.6) and (11.7). This allows us 
to consider problem (P) with only two sets of balance constraints (11.8) 
and (11.9) since (11.6) and (11.7) will be satisfied automatically. Now, 
consider the objective function of (Р): 


ra 
Minimize z = У У Ў (cir + К}бү + М, + rhb) 
E 


i, + Ti, — Д, (from (018), the objective can be rewritten 


nk 
Minimize z = у Y: D (о + rideje + (В, — ту + eee + бр) 


ага 

If we set ёі, = еї, + ri, and hi, = hi, — ri, + ri, to be the generalized 
и = ең + ту and lb, Sg — The + Tiepa 

production and holding costs’ the objective becomes: 


тад n 
Minimize z= У У У (erh + Му + Кд) 
EL EA 


The basic idea of our decomposition is to separate the multicommod- 
ity flow problem (P) into two subproblems: the first with the capacity 
and the mass balance constraints, but not the setup constraints; the 
second is a commodity-decomposable subproblem with the mass bal- 
ance and the setup constraints. The latter defines separable single-item 
problems (Pi), which have special structure as analyzed in Section 3. 
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In this decomposition, the first subproblem is a linear program and the 
second is a collection of MIP problems. If we make use of the shortest. 
path algorithm for each MIP (as a heuristic), all subproblems are easy 
to solve. To demonstrate this solution methodology we use a slightly 
simplified formulation of problem (P) by dropping the transportation 
term in the objective (as above), and assuming that a setup does not 
consume capacity (dropping (11.3). We then restate the multi-facility 
production problem (P) with duplicated variables as follows’ 

(Р) 


no 


T 
Minimize 2= 3:3 Y (бу + heli + GE) (11.18) 


sat 
бул) Suja YG.) € A, (п.м) 
TIS 20, Vie N,(j,t)€ A, (1115) 

д 
È hth- h) =D Мемет, (11.16) 

e 
LET vie N,j e Ate T, (1117) 
Te = Пу, Vie N,je JteT, (1118) 
arat Iha 20, мем, (0А, (1119) 

д 

X (ази e Ia I) = Di, Vie NteT, (1120) 


тай, € МӘ, vie N,je Ate T, (1121) 
“ЫҢ, 20, vie N,je Jte T, (11.22) 
жы > 0, vie Nj e Jte T, (11.23) 
64, € (0,1), Vie Nje 4teT. (11.24) 


In the above formulation, we make copies of the variables a, and Ii, 
as ari, and [T5,. We then use the copies to split the original constraints 
into tivo sets of constraints: (11.14)-(11.16), (11.22) and (11.19), (11.20), 
(1120), (11.23), (11.24) plus the linking constraints (11.17)-(11.18). It 
should be clear that (P) = (P'). We then separate (P') by relaxing 
the linking constraints and placing them in the objective function with 
Lagrangean multipliers AZ, and Ау. This yields the following subprob- 
lems: 
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Resource Subproblem: 
nk 


Ууу 


= а 


alà) 


Minimize z 


ict иту + (бу +A 


s.t. (1.14), (11.15), (11.16), and (11.22). 


n Product Subproblems: 


(аай, = Чи} + КЇ) = 0240) 
= 


эл. (11.19), (11.20), (11.21), (11.23), and (11.24). 


Note that under the general framework of Lagrangean Decomposition, 
constraints (11.15) and (11.16) do not need to be duplicated for both sub- 
problems, i.e. these constraints can be assigned to either subproblem. 
However, our computational experience indicates that as long as the 
added constraints do not add computational burden to the subproblems, 
constraint duplication improves the speed of convergence and yields bet- 
ter lower bounds since the solutions proposed by the subproblems tend 
to be similar. A lower bound to problem (P’) given the Lagrangean 
multiplier set Д is as follows: 


LBP’) = v(a0)) + У (250), 


where v(. )denotes the optimal value of the objective. Note that the re- 
source subproblem is a linear program, and the product subproblem 2} 
has similar structure to problem (7) described earlier. Prom the lower 
bound solution, an upper bound for problem (Р? can be generated using 
the following feasibility restoration routine: given the solution for the 
resource subproblem we add setups for the periods where production is 
nonzero, i.e., we set qi, to 1 whenever ai,. We then calculate the objec- 
tive function using the original cost funtion. This results in an upper 
bound for the original problem. The lower bound can be maximized 
by searching for the set of Lagrangean multipliers A that maximize the 
Lagrangean dual. Both dual ascent and subgradient search methods can 
be used for this task. In this paper, we use the latter approach, which is 
summarized in Section 4.2. As we will demonstrate in the computational 
section, we can achieve solutions with very small duality gaps using the 
bounds and the search algorithm, 
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41 Managerial Insights Related to the 
Decomposition 

Our choice of Lagrangean Decomposition is not purely motivated by 
computing. The decomposition of the multi-facility production model 
into a resource subproblem and multiple product subproblems has in- 
teresting managerial implications. As recognized by several researchers 
(cf., Jórnsten and Leisten 1994, Burton and Obel 1984), mathematical 
decomposition often leads to insights for general modeling strategies or 
even new decision structures. The decomposition suggested earlier al- 
lows further analysis concerning modeling flexibility in the context of 
multi-facility manufacturing planning. Suppose we consider each prod- 
uct subproblem as a decision problem for а product manager and the 
resource subproblem as a decision problem for a production manager 
overseeing multiple facilities. Thus, the decomposition can be viewed 
as а decision system where product managers, each responsible for a 
product, compete for resource capacity available from manufacturing 
facilities. The production manager, on the other hand, represents the 
interests of efficiently allocating resources from multi-facilities to the 
products. Clearly the solutions proposed by the production manager 
(a, I) do not agree with the collective solution proposed by the product 
managers (zz, I7), A search based on Lagrangean multipliers essentially 
penalizes their differences, while adjusting the penalty vector iteratively. 
This process stops when the degree of disagreement (the duality gap) is 
acceptably low, or when further improvement is unlikely. 

The above viewpoint is useful in evaluating the flexibility model (P) 
represents. First, it should be clear that each product subproblem (P;) 
could be customized to represent the distinctive needs of each product 
So long as its basic network structure is maintained there will be no 
additional computational burden. Similarly, as long as the resource sub- 
problem remains a linear program, it can be customized with various 
facility submodels each reflecting the distinct production structure of 
a facility. However, a different constraint duplication strategy may be 
necessary when changes are made to the base model. 


42 The Subgradient Search Algorithm 


In this section, we summarize the subgradient search algorithm used 
to adjust the Lagrangean multipliers. At each iteration s, we calculate 
Lagrangean multipliers using the following equations: 


een 
Ae 


Mew (elf — ту), 


A" = җи + wie - 1), (11.25) 
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where 
BUB: — (09) + Ў v0) 
— =L М (11.26) 
$ ei - edt? + ait - utm 
and 


Ys = а scalar set to 1 and reduced by half if the lower bound fails to 
improve after a fixed number of iterations 


ОВ; = the best upper bound obtained up to iteration s 


In our testing, we terminate the algorithm after a prespecified number 
of iterations. The best upper bound obtained at the end of the itera- 
tions provides the heuristic solution to the problem. We summarize the 
algorithmic steps as follows: 


Step 1: Initialize $, ),u,y and ОВ", 
Step 2: Solve the resource and the product subproblems. Compute the 
lowerbound (v(2(A*)) + Y v(2§(A*)) for the current iteration, s. 

а 


Step 3: Compute an upper bound U B, from the optimal solution of the 
current resource subproblem Min z (А). РОВ, < UB}_;, set 
UB; — UB, 


Step 4: Update the multipliers using equations (11.25) and (11.26) 


Step 5: Stop if a prespecified iteration limit is reached. Otherwise go 


10 Step 2. 
5. — Computational Testing 
5. Effectiveness of Lagrangean Decomposition 


and Subgradient Search 


We implemented the subgradient search algorithm using the math- 
ematical programming language AMPL with the CPLEX solver. The 
experiments are conducted on а Pentium-200 personal computer with 
64Meg RAM. To test the effectiveness of the Lagrangean decomposition 
and the subgradient search algorithm, we generate 450 test instances 
with 30 distinctly different problem characteristics. The product sub- 
problems are solved using the CPLEX MIP solver. For each test instance 
ме use 150 iterations of subgradient search and record the best lower and 
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upper bounds at the end of the iteration to compute the duality gap. 
We first generate two sets of nominal case problems ( C 1 ) with 4 facili- 
ties and 6 periods. The first set assumes fixed transportation (FT) costs 
while the second set assumes variable transportation (VT) costs. The 
demand and cost parameters used for the nominal case are summarized. 
in the footnotes of Table 11.1. As shown, the production, inventory and 
setup costs as well as item demands are randomly generated using a Uni- 
form distribution. To generate capacity we use the following procedure: 
we first calculate cumulative demands by adding the randomly gener- 
ated demands of all items up to period t,for t = 1,...,T. For the first 
period, we multiply the total demand for the period by some constant 
(> 1). We then use this number as the total capacity available in the 
period and assign a fraction to each facility. For the coming periods, to- 
tal capacities assigned for the previous time periods are subtracted from 
the cumulative demand of that period and then multiplied by some con- 
stant to generate the capacity. Using this procedure, we may generate 
relatively challenging (but feasible) test problems with tight capacity 
constr For the nominal test problems these constants are set at 
13. Fifteen replications are assigned to each case. We then alter the 
nominal cases by changing problem characteristics and sizes to gener- 
ate 14 additional cases (C2-C/5) each including the fixed and variable 
transportation cost (FT and VT) cases and each are repeated for 15 
replications. This results in 450 test instances and the average duality 
gaps are summarized in Table 11.1. For simplicity, we assume Af, (the 
consumption rate of facility j’s resource by item i at period £) is equal 
to 1. We also assume the starting and ending inventory to be zero. For 
most of the test problems the lower bound increases significantly in the 
first 20 iterations whereas the upper bound improves slowly. There ap- 
pears to be a strong correlation between the quality of the lower and the 
upper bounds, i.e., when the lower bound obtained is tight, the upper 
bound restored from the lower bound solution is also of higher quality. 
We observed a quite consistent convergence pattern throughout all test 
problems. Convergence typically occurs quite early resulting in a very 
small duality gap. We summarize the observations from Table 112 as 
follows: 


1 As shown in the table, setup cost appears to have a significant 
effect on the duality gap. Low setup instances have an average 
gap of 1.72% and 1.39% compared to 7.25% and 6.51% for the 
high setup instances. This result is not surprising since increased 
setup costs widen the gap between the resource subproblem (which 
is an LP ignoring the setup cost) and the product subproblems. 
On the other hand, since the original problem is a mixed integer 
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iin e ED 
гуса з Теге ТЕ Те 
uro ЧЕГЕ ЫЕ ЧГ 
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Duo gaps are calculated os (UB-L8)/UB "100% each Table өптү Is averaged over 
replat 

C1- Nominal Case: Demand-U(0.200), Setup cost-U(1500.3500), Holding 
Cost-U(5.15), Production cost-U(6.18). 30 tems, 4 facilties, 6 periods, Capacity 
tightness factor =1.3, Transportation cost:10 for FT, 0-(5.18) for VT, 

The folowing cases represent variations from the nominal cases by Ine indicated 
factors) 

C2 Low setup where setup cost -Uniform (0.1000) 

C3- High Setup where setup cost- Uniform (4000.8000). 

C4 High Production Costs where Production cost-Unorm (40,80) 

Cs. Very High Production Cost where Production cos!-Uriform(109,200) 

Cé- Lumpy demand: expected demand is 100 but there i o 0:3 proboblity that 
demand 50, 

C7- Low demond variabilty where Demand -Uniform (50.150) 

Có Loose capacity: capacity tightness factor Is ser at 1.8. 

С9- Tight capacity: capacity tightness factor is set ot 1.15. 

C10: Number of faciities=1 

C11- Number of faciites=2. 

C12- Number of faciities-3. 

С13: Number of tems-10. 

С14 Number of tems=20, 

©15- Projected worst case: Lumpy demand. High setup cost, Tight capacity, 
number of items=10, 


Table 11.1. Duality gaps for 450 test instances over various cost structures and prob- 
lem sizes 
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program with binary setup variables, as the setup costs increase 
the problem behaves closer to а combinatorial problem then an 
LP. 


2 The number of facilities appears to have an effect on the duality 
gap as well. Consider cases CI and C10-C12. As the number of 
facilities increases we observe a monotonic increase in duality gap 
as well. This result is useful in that making alternative facility 
production decisions is a unique feature of our model. The results 
suggest that the added dimension has a noticeable effect on the 
difficulty of the problem. On the other hand, it also shows that 
the proposed algorithm is quite effective in solving the traditional 
single-facility problems (C70). 


3 The effect of capacity levels is much less pronounced. This may 
be due to the fact that the capacity generation procedure pro- 
duces relatively tight capacity in all instances. Since the difference 
between non-capacitated and capacitated lot sizing models is well 
known, we did not make an attempt to further loosen the capacity 


4 Increasing the number of items appears to have an effect on the 
duality gap as well. Problems with a larger number of items appear 
to have a smaller duality gap. 


5.2 Effectiveness of the Shortest Path Algorithm 
as a Subproblem Heuristic 


‘The results in Table 11.1 are produced by Lagrangean Decomposition 
using subgradient search where each single-item, multi-facility subprob- 
lem is solved as an MIP. As demonstrated in Section 3.4, the shortest 
path algorithm can be an effective heuristic for the single-item subprob- 
lem (the solution never deviates from the optimal by more than 0.5%). 
We are interested in the effectiveness of the shortest path algorithm as a 
heuristic in the context of subgradient search. The potential savings in 
computing time is significant as the subgradient search algorithm must 
solve | N |single-item subproblem at each iteration; this results in up to 
3,000 calls to the subproblem (i.e., 20 items, and 150 iterations). How- 
ever, it should be recognized that the subgradient search method might 
not work properly when the shortest path algorithm is used to solve the 
subproblems. This is the case when the shortest path algorithm pro- 
duces suboptimal solutions to the (capacity-relaxed) subproblem and 
the solution values (of the relaxed subproblem) exceed the optimum 
of the original (capacitated) problem. In Table 112, we compare the 
bounds generated for the multi-item multi-facility problem (P) when 
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The number of occurrences Gut of 16 instances 
‘averaged over the number of occurrences in the ceils above 
cases C1-C15 ore equivalent to coses defined in Table 1 


Table 11.2. Comparing the quality of bounds for the multi-item problem when the 
singleitem problems are solved by the MIP and the shortest path algorithm 


MIP and the shortest path algorithm are used to solve the single-item 
subproblems. 

It should be evident that when the shortest path algorithm is used to 
solve the single-item subproblem, it produces nearly identical lower and 
upper bounds for the multi-item problem. The percentage difference 
in lower bounds produced by shortest path and MIP never exceeds 1% 
in all but 2 cases (out of 450 instances) and, in most cases, the differ- 
ence is less than 0.02%. Even in the worst cases (case C/5) where the 
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The number of occurrences о of 1Sinsfances 
averaged over tno number of occurences in tne calls above 
C16: High Transportation Costs -Uniformt40 80) 
C17: Very High Transportation Costs -Uniform(100.200) 

C18: Low Setup -Uniform (0.1000). High Transportation Costs -Unitormt4O.80) 
C19: Low Setup -Uniform (0.1000). High Transportation Costs -Uniforrn( 40.80). 
Lumpy Demand 
C20: Low Setup -Uniform (0.1000). Very High Transportation Costs -Uniform(100.200) 


Table 11.8. Comparing the quality of bounds for specially generated worst cases 


shortest path is expected to generate different solutions than MIP, the 
actual difference averaged at 0.23%. To further test these worst cases, 
we generate an additional five classes of test problems (С/6-С20) by in- 
tentionally increasing the transportation costs, lowering the setup costs, 
and employing combinations of the two. These additional results are 
given in Table 11.3. As can be seen from the table, the difference in 
bound quality between shortest path and MIP is still less than 0.29% on 
average. However, MIP does generate better upper bounds and tighter 
lower bounds in these cases. 


Another point of interest is how often during the subgradient search 
the shortest path solution deviates from the solution generated by MIP. 
The statistics collected on this particular measure are given in Figure 
ил. 

А main incentive for studying the single-item, multi-facility shortest 
path algorithm is the potential computational saving when solving the 
multi-item problem. We conduct an additional set of experiments that 
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Figure 11.7. The average frequency when the shortest path solution deviates from 
MIP during the subgradient search (160 iterations x 30 Items = 7500 instances under 
‘each test case, averaged over 15 replications) 
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Figure 11.8. Comparison Between Shortest Path Algorithm and MIP in the Multi- 
item problem (each data point represent 150 iterations of subgradient search) 
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compare the computational efficiency of the shortest path algorithm with 
MIP. While it is obvious that the shortest path algorithm will take much 
less time in each single-item problem, we are interested in knowing the 
real savings in the context of the multi-item, multi-facility problem, and 
the effect of increasing the number of facilities and number of periods. 
We generate 20 multi-item problems with 2, 3, 4, 5, or 6 facilities, and 6, 
8, 10 or 12 periods. Each problem is solved using subgradient search with 
150 iterations implemented in AMPL/CPLEX. The total computer time 
is recorded in CPU minutes, and the results are summarized in Figure 
118. As shown in the figure, when the shortest path algorithm is used 
for the single item subproblem, the computer time increases in a near 
linear fashion as the number of facilities increases. On the other hand, 
when we solve an MIP for each subproblem, the computer time increases 
much more dramatically. An exponential growth in computer time can 
be observed when testing the 12-period problem, where we can only solve 
up to 5 facilities with the 5,000 CPU-minute limit. For problems that are 
solvable using the MIP subproblem we observe a much sharper increase 
in CPU time as the number of periods increases. This is consistent with 
the complexity insights given in Theorem 4. 
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‘Appendix 
Proof of Theorem 11.1 Its easy to verify that problem (Pj) satistiestheLeontiet 
structure, The setup cost K* сап be incorporated into the production cost Ci, as а 
fined charge function as below 
ut t KG, if 2h >0 

Chg, йай=о 
Other constraints are linear while the objective function is concave. Thus model (P,) 
Tas the following features all nonnegative variable , Т), appear exactly once with a 
positive (+1) coefficient; in all other occurrences they have a negative (1) coefficient 
TE follows that itmore than one variable appears witha postive coefficient in the same 
constants then only one ofthese variables cun be positiv in an optimal solution, 
sich rests in the following conditions 


bebi =0 fort E & 


This condition states the non-spliming property. Similarly, the Leontief structure 
states the following: 


j=1, 
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0, Yi, j, Lor no producti 


of item j will take place when there is inventory 


Proof of Theorem 11.2. We first state the uncapacitated single-item production- 
planning problem over alternative facilities by writing out the mass balance con- 
straints. We concentrate on the problem where inventory holding costs fy are not 
restricted in sign, we call this problem UCAP-N. 


(UCAP-N) 


Minimize 7 9 (сили + Кува + byl) 


зна ln 
S bn = De 
за $ Мб 
ty Ije 20. 
&є {0,1} 


то show that UCAP-N is NP-complete we will show that the uncapacitated facility 
location (UFL) problem can be reduced to UCAP-N. Specifically, we will show that 
Tor any given instance of the NP-complete problem UFL, there is a corresponding 
instance of UCAP-N. The decision version of UFL is given as follows: 


(Uncapacitated Facility Location) Construct т facilities, and set J, = 1y...)m 
for all demand points i = 1,... n. Each demand point can be assigned to one of the 
facilities (some facilities may not be possible for a specific demand point). When a 
demand point i is assigned to facility ў (when уу is set to 1), a demand assignment 
cost dg, is incurred. It is necessary that all demand points be assigned to some facility 
When one or more demand points are assigned to a facility j there is a cost, fy 10 
‘open the facility: otherwise there is no cost. Given the above conditions, is there an 
assignment of demand points to facilities such that the total cost is lower than g? 


For convenience, we also state the optimization version of the UFL problem as follows: 
(UFL) 


Minimize 2 = Y Yody + Xs 


‚ % 


Ev 
Ewsw № 


wex€(0) Мј 
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For a given instance of the UFL problem we construct the following UCAP-N 
instance: Construct T = n + 1 periods including an initial period з before period 
1 so that each demand point ,..., corresponds to a planning period in UCAP-N. 
Construct J, = 1,... m Vi = 1,...,m facilities such that a facility in UFL correspond 
to a facility in UCAP-N. Define set up cost K; for facility j according to facility 
opening cost fj. Set су, = 0 апй eye = М fdr- 1,... үп, where M is an arbitrarily 
large number. Set inventory holding costs А and demands D according to the demand 
assignment cost dy asfollows: 


кый odi кый = dns 
(аА) = dha = е Мајо диа 
(Raat oe Ааа) = din t mec жаы 1) Dn = dmn 
Or more generally, 
һәр, =, for t= san ШАШ 


Further, set D, = 0 and Jy = 0. In the case where facility j cannot be used to 
satisfy the demand of point ў, ie. when dj; = oc in a UFL instance, set dj; to an 
arbitrarily large number M. Thus, so long as the holding cost hj, is not restricted 
in sign, it is always possible to construct an instance of һу, and Dy that satisfies 
all equations above. This and the above parameter setting allow us to construct 
ап UCAP-N (with parameters c,h, K, D) instance given апу UFL instance (with 
parametersd, f). 

Now consider the solution of this specially constructed UCAP-N instance. From 
Theorem ILI (the non-splitting property) we know that there exists an optimal so 
lution to. UCAP-N where item ўв demand in period t is produced in exactly one of 
the Ji facilities. Since cj, = 0 and су = M fort = 1, п, production will only take 
place in period s at facility j, Demands in periods 1 to л are satisfied completely by 
inventory carried over from period s, i.e. 


te YI Diba Mis and li ЎЎ Dele Wt (11.4.2) 


Thus, the optimal solution to the UCAP-N instance has a corresponding UFL 
solution as follows: 


G) A production setup corresponds to facility opening, i-e., 


м1 Уу! (А3) 
xi = 0, Otherwise Q1A4) 


Gi) Production setup costs correspond to facility opening cost fy, for each y; = 1, 


DU Ки = foo LAS) 
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Gii) Total holding costs correspond to demand assignment costs (from eq. (11.A-I)(11.A.2)), 


У) УУ рз 0,8) 


Ese э һр = 32 dis 


In summary, the optimal value of the specially constructed UCAP-N instance pro- 
duces the optimal value of the UFL instance, їе. in an optimal UCAP-N solution, 


ЎЎ нака) = So ane + Ўл 


Thus, if the optimal solution of the UCAP-N instance has a total cost less than к, 
then there is a corresponding UPL solution that has a total cost less then к (a yes 
answer to the decision problem). Otherwise, there is no assignment of demands to 
facilities with total cost lower than л (a no answer) 

Since UFL is known to be NP-complete, this proves that UCAP-N is also NP- 
complete. à 


Proof of Corollary 11. 
The proof for this corollary can be done by a simple observation as follows: if all D's 
are constants in equation (11.А.1) above, we can still construct an. UCAP-N instance 
by finding A's. The rest remains the same as the standard case. фу 


Proof of Corollary 11.4. 
To prove that when the setup cost Kj, is constant across facilities UCAP-N remains 
NP-complete we only need to show that UFL with constant facility opening cost f; is 
NP-complete. We will show that the vertex cover ( VC) problem can be polynomially 
reduced to UFL, For a given vertex cover instance, we construct a UFL instance as 
follows: associate each edge in VC to a demand point, and each vertex to a facility. 
When an edge is (not) incident to a vertex, the corresponding demand point can (not) 
be assigned to a facility (ie. there is an edge (i,j) between the demand point and 
the facility in UFL). Set dj, = 0 for all edges present and set facility opening cost fj 
to a constant 1 for all facilities j, It is easy to verify that a solution to this specially 
constructed UFL instance corresponds to a solution to the original VC instance. 

‘Therefore, UFL with constant facility opening cost is NP-complete, thus UCAP-N 
with constant setup cost is NP-complete. Q 


Proof of Theorem 17. The proof is similar to that of Theorem 11.2. It is there- 
fore sufficient to outline the reduction from Uncapacitated Facility Location (UFL) to 
(PL). For a given instance of UFL problem we may construct a (PJ) instance as follows: 
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‘Given on UAL instance.. Constructo (P7 instance such thar 
Demand points Q).isl...n — | Periods (D. eL... 
Ростех 1. Facies Je... 
Facilty opening cost Le T...m | Setup cost К, J-1....m 
‘Demand assignment Cost d, — | Transportation cost «d, Vi] 

Production cost с,=0 and 6,=meTfor 

f22..n 
Holding cost h=0. ТОГЕ... 
‘Demands D=} 

Consider the solution of this specially constructed (7/) instance. The following 
are true 


1 From Theorem 111 (the non-spliting property) we know that there exists an 
optimal solution to (Pf) where item ўе demand in period ¢ is produced in 
exactly one of the 4, facilities. Since су, = 0 and cj m + 1Їог{ =2,... уп, 
production will only take place in period 1 at facility j, Demands in periods 
2 to п are satisfied completely by inventory carried over from period 1, ie. 
production in period 1 at facility jis 


ва = у] Dd 


and 


n= È Dé) 


2 Total transportation costs correspond to demand assignment costs, ie. 


3 Total setup costs correspond to facility opening costs 
It is easy to verify that the optimal value of the specially constructed (PY) instance 
produces an optimal value of the UFL instance. Thus, if the optimal solution of the 
(P!) instance has a total cost less than x, then there is a corresponding UFL solution 
that has a total cost less then к (а yes answer to the decision problem). Otherwise, 
there is по assignment of demands to facilities with total cost lower than (a no 
answer). 

Since UFL is known to be NP-complete, this proves that (P7) is also NP-complete. 


° 
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This paper addresses logistics decisions for an aviation firm and its joint 
venture in Chengdu, China. The major logistics cost items for outsourc- 
ing aircraft engine components to the joint venture are identified and 
à number of transportation alternatives are examined based on cost ef- 
fectiveness. Under the current structure of the company's global supply 
chain, we have evaluated five transportation options for moving ma- 
terials inbound and outbound: all air, water-rail full container load, 
water-rail less than container load, water-truck full container load, and 
water-truck less than container load. А cost optimization model for 
‘each of these transportation modes using shipping quantity as a major 
decision variable is developed and the associated solution procedure is 
provided. These models provide useful guidelines for formulating sound 
transportation policies. Although the evaluation framework is estab- 
lished based on a particular company's global supply chain, it is appli- 
cable for many companies that are practicing global sourcing strategies. 


Global supply chain, Global sourcing, Logistics system, Transportation, 
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1. Introduction 


Logistics processes comprise essential elements of fulfilling customers" 
orders. They form the critical loops of supply chains and oversee the 
flows of materials, information and cash. The costs associated with 
logistics activities normally consist of the following components: tran: 
portation, warehousing, order processing/customer service, administra- 
tion, and inventory holding (e.g. Lambert et al. (1998); CMA Maga- 
zine, anonymous (1999)). Not surprisingly, total logistics costs represent 
а large portion of total supply chain costs, especially when the supply 
chain is extended to global markets. Previous studies have found that 
logistics costs have ranged from 4 to over 30 percent of sales (Ballou 
(1999)). As more organizations are outsourcing their products or ser- 
vices from all corners of the world, it becomes more critical for companies 
to understand and be able to estimate the various logistics cost compo- 
nents in order to assure their profit margin. This project analyzes the 
global logistics system of Company P in the US aviation industry (as 
Tequested by the company, we disguise the company's name), with em- 
phasis on its transportation policies for moving materials between its 
headquarters and its joint venture located in Chengdu, China. In what 
follows, we will first provide a general background of the two compa- 
nies and a description of the motivation for this research project. Then, 
we will explain the objectives, expectations and major results of this 
research effort. 


1.1 Background 


Company P is a leader in the design, manufacture and support of 
engines for commercial, military and general aviation aircraft, and space 
propulsion systems, as well as a pioneer in flight and technology. With an 
understanding of the nature of demand in today’s competitive aviation 
industry, which is thrust at the lowest possible cost and highest level of 
reliability, the company strives to provide its customers with the services 
they need to focus on flying people and cargo safely around the world. 
In a business that shrinks the globe, Company P is truly worldwide: it 
has representatives in 76 cities in 47 nations. Its partnerships and joint 
ventures have reached to Asia and Europe and have kept the company 
at the forefront of flight. 

Given the nature of aircraft engines, vertical integration is tradition- 
ally the dominant form of business structure in the aviation industry. 
However, potential market penetration and competition from foreign 
suppliers have led several big aircraft engine manufacturers in the U.S. 
to go global. With the decrease in U.S. military jet engine development 
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in the early 1990's, international sourcing has taken а more strategic 
role. One example of such outsourcing strategy for Company P is a 
green-field joint venture located in the Sichuan province of China and 
established in 1996 through governmental arrangements (again, we will 
use Company C for this joint venture to disguise its identity). Company 
P supplied the initial capital investment and machinery for the project 
and continues to provide technical assistance and tooling for Company 
C. Manufacturing at the joint venture is divided into four major cen- 
ters. These consist of welded sheet metal fabrication, major rotating 
part medium machining, simple machining and brazed assembly. These 
centers manufacture four types of engine parts: burner cans, pin disks 
shrouds and shroud vane assemblies. 

With a joint venture located in the Far East, Company P is increas- 
ingly concerned with the logistics costs associated with moving raw ma- 
terials and finished products. The company and its joint venture have 
formed a vendor-required-material (VRM) relationship from the first day 
of operation of the joint venture. In this VRM relationship, Company Р 
purchases the raw materials from one of its licensed suppliers and sends 
the materials through a preferred freight forwarder to the joint venture 
in China. It also holds the financial responsibility for shipping the ma- 
terial to and from Company C and paying for the value-added service 
provided by the joint venture. Adding to this heavy financial burden is 
the major transportation mode that is currently utilized by Company 
Р: the raw materials as well as the finished products are all shipped by 
air between its headquarters and Chengdu, China, due to various rea- 
sons. Therefore, one of the major problems confronted by Company P is 
the estimation of the cost and profitability associated with the products 
outsourced to China, 


12 Objective of This Study 


The feasibility of outsourcing to China involves numerous issues, such 
as the internal operations of both companies, coordination between the 
‘two companies, Company P's partnerships with raw material suppliers, 
freight forwarders and end-customers, China's inland transportation in- 
frastructure, transportation decisions, and import-export procedures, to 
name just a few. In this portion of the project, we have focused our 
attention and efforts on transportation policies. Specifically, we have 
identified major logistics cost components and classified them into dif- 
ferent categories for the company to compile and collect data on in the 
future. We have also developed a decision framework with the aid of op- 
timization models to evaluate the cost-effectiveness of various possible 
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transportation methods. The minimum total logistics costs associated. 
with each transportation mode, along with the shipping quantity, for 
materials transferred to and from Chengdu can be obtained and thus 
compared. A procedure for conducting sensitivity analysis is also pro- 
vided based on the optimization models. It is necessary to mention that 
our intention in this project is not to point out which transportation 
mode is the best, since the final decision depends on numerous factors; 
instead, the goal is to provide methods for Company P to estimate the 
logistics costs resulting from global sourcing. 

Since Company C is located in Chengdu, in the Sichuan province of 
China, which is an inland, mountainous and medium-sized city and far 
away from a major metropolitan area, the shipping route for Companies 
P and C consists of two major segments: outside of China and within 
China. After careful consultation with the two companies, we present the 
transportation routes in Company P's global supply chain in Figure 12.1 
Figure 12.1 illustrates the possible transportation modes and routes for 
shipping both raw materials and finished goods. We see from Figure 
12.1 that air can be used entirely between the two companies and that, if 
water is chosen for transport between Company P and Shanghai (a major 
port city in China and about 1,000 kilometers from Chengdu), then 
either truck or rail can be utilized to move materials between Shanghai 
and Chengdu. Therefore, three potential transportation modes, namely 
all air, water-rail combination, and water-truck combination, should be 
considered and compared. At present, the latter two options are not 
being practiced and there is no evaluation framework in place to help 
Company P make sound transportation decisions. 

Thus, the major objectives of this study are three-fold and explained 
as follows. First, the major cost components involved in this global 
logistics systems need to be identified and documented for analysis. Al- 
though these cost items are derived based on this case study, we believe 
that they are excellent representatives of many global logistics systems, 
or at minimum serve as good references for many companies that are 
outsourcing materials in foreign countries. Second, optimization mod- 
els that seek to minimize total logistics costs as a function of shipping 
quantity for each transportation mode are developed. Third, solution 
procedures for the cost optimization models are provided, which eventu- 
ally yield the best combination of transportation modes for inbound and 
outbound movements. Finally, a framework for performing sensitivity 
analyses of in-transit time (or delivery lead time) and capital interest 
rate for the final mode selection is suggested and illustrated. 

This chapter is organized in the following manner. In Section 2, a 
review of existing literature related to logistics cost analysis is given 
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first, followed by a description of the cost components considered in 
Company P's global logistics system. In the last portion of this sec- 
tion, we present the general optimization model in detail. In Section 
3, the development and analysis of the cost minimization models for all 
transportation modes, along with the solution procedures, are provided. 
Section 4 contains a numerical analysis of the current practice at Co 
pany Р, sensitivity analysis, and a summary of managerial implications 
and discussion of the limitations of the mathematical models. Finally, 
concluding remarks are given in Section 5. 


2. General Modeling Approach 
2. Total Logistics Costs: Literature Review 


Before the general model for this research is presented, we first provide. 
some theoretical background based on existing literature. We divide the 
literature that reports study results on logistics cost into two streams 
One stream focuses on strategic elements of logistics, and the other deals 
with optimal logistics decisions. A large amount of literature exists dis- 
cussing the strategic role of logistics in creating value and its relation- 
ship to a company's financial performance. As reported by Richardson 
(1995), logistics controls a significant amount of assets and has direct 
impact on cash flow and the bottom line, adds value through continuous 
productivity and service improvements, and possesses a strong relation- 
ship with a firm's customer service level and revenues. As global sourc- 
ing is rapidly arising as a prerequisite for competing in today's markets, 
capturing and evaluating the logistics costs involved in a global supply 
chain appears as increasingly critical and important as uncovering the 
strategic benefits (Fagan (1991). The greatest challenge faced by the lo- 
gistics professional stems from the nature of the global sourcing process: 
it is time-consuming, complex and volatile (McGowan (1997). Numer- 
ous factors can drive up logistics costs substantially, which may offset 
the benefits of doing business with international suppliers. One way to 
account for the logistics costs is presented by van Damme and van der 
Zon (1999), who provide an activity-based costing approach for analyz- 
ing financial information and helping top management make logistics 
decisions. Maltz and Ellram (1997) identified those logistics activities 
that affect outsourcing decisions and presented a ten-step procedure for 
comparing make or buy alternatives using total cost relationships. 

The major trend of the second stream focuses on examining system 
costs, which include transportation costs in conjunction with inventory 
and purchasing expenses. Examples of studies restricted to a domestic 
logistics system include Lee (1986); Russell and Krajewski (1991); Ter- 
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sine and Barman (1991); Bertazzi et al. (1995), and Tyworth and Zeng 
(1998), where the optimal order/purchase quantity is derived based on 
minimizing the system cost for а particular transportation mode. An- 
other characteristic of these efforts is the inclusion of the effect of freight 
or quantity discounts on the ordering quantity and the associated to- 
tal cost. Demand patterns considered in these research efforts are as- 
sumed to be deterministic, except in the study of Tyworth and Zeng 
(1998), and issues in vehicle routing, scheduling and consolidation are 
ignored except in the article of Bertazzi et al. (1995). Few research 
efforts have been devoted to evaluating transportation policies in the 
context of global supply chains. Vidal and Goetschalckx (1997) present 
а framework and point out the future research opportunities for model- 
ing international production-distribution chains. There are two studies 
оп logistics cost that bear some resemblance to this project. One effort 
given by Liao (1997) focuses on the freight cost structure for three ma- 
jor shipping modes and the cost of locating manufacturing facilities in 
a foreign country. The only international factor included in the total 
cost model is that of duties and taxes. The impact of holding pipeline 
inventory, a major cost driver in any global logistics systems, and the 
order processing cost are ignored. In addition, the solution algorithm 
is limited to a domestic-system environment. The other study com- 
pleted by Fera (1998) attempts to identify and then classify the relevant. 
cost factors for evaluating the feasibility of the international outsourc- 
ing strategy of Company P. Although a comprehensive list of recurring 
and non-recurring cost items associated with international sourcing is 
provided, minimization of the total cost is not attempted, nor is the 
evaluation of the various transportation alternatives 

Our project modifies the general cost drivers developed by Maltz and 
Ellram (1997) to accommodate Company P's situation and aims at de- 
veloping cost minimization models that account for the major cost fac- 
tors in a global logistics system and at assessing the economic perfor- 
mance of the available transportation choices. The theoretical results 
from the optimization framework will provide helpful guidelines for the 
international purchasing group at Company P to formulate sound trans- 
portation policies. In what follows, the cost components will be pre- 
sented and discussed first, followed by the general optimization model 
and its assumptions 
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2.2 Logistics Cost Components Considered in 
This Study 


The greatest difficulty associated with this study is the identification 
of the major cost components. After a couple of months of analysis of 
Company P's practices, we have classified the key cost items into the 
following six categories: transportation, inventory holding, administra- 
tion, customs charges, risk, and handling and packaging, as shown in 
Figure 12.2 (a detailed discussion of these cost items is provided in a 
project report prepared for the company, which is available from the 
author upon request). We can see from Figure 12.2 that each category 
consists of a few cost items and the dimension of each cost item is also 
given. It is necessary to mention that although duties/tariffs are com- 
monly incurred in international trade, they do not apply to this case, 
because the joint venture in China does not import anything for sale 
within China and Company P is a participant in a protected industry 
As indicated by the dimensions, cost items fall into one of the follow- 
ing categories: weight-based (S/kg), value-based (%), frequency-based 
(Sishipment), or time-based (S/S/year). While previous research has 
suggested some guidelines for classifying logistics costs, such as activity- 
based or occurrence-based, our classification is primarily driven by the 
availability of the company’s data, the possibility to derive the needed 
information based on the given data, and the format we used to con- 
struct the optimization models. We have shown the total cost structure 
to related personnel at Company P and received agreement. We next 
move ahead to the cost minimization model 


23 The Optimization Model 


Apparently a large number of cost items inevitably accrue when mov- 
ing materials along a global supply chain. Figure 122 contains notation. 
for each type of cost component and subcategories within cach cost cat- 
egory are denoted using numerical subscripts. For instance, Ch, refers 
to the fractional charge of holding pipeline inventory per dollar per year. 
In addition, the following notation will be used throughout this chapter. 


D = Total annual demand (units/year) 
ay = Value of the raw material per unit (S/unit) 

vy = Value of the finished product per unit (S/unit) 
w, = Unit weight of raw material (kg/unit) 

wy = Unit weight of finished part (kg/unit) 


ty = Total in-transit time from one destination to the other (years) 


325 


а Global Supply Chain 


Evaluating Total Logistics Costs in 


($15 stuoioxu sorddnsGuBovo04 `$ 


аша роәшцәло c 
шу) uoupotunuxuo3 Z 
бш) 


уч өошолел z 


Quidus/s) 26} uoupooty ‘E 


Quidig/s) өө) 06097019 Z 


Figure 12.2, Cost components in the global Logistics system 
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In addition, the decision variables are: 


Qr = Shipment size of the finished parts per year (kg/shipment) 
Q, = Shipment size of the raw material per year (kg/shipment). 


Before we present the mathematical models, it is necessary to point 
out the scenarios we will examine and some general assumptions. We 
will restrict our attention to the transportation issues associated with 
the joint venture in China; hence, the costs associated with purchasing 
the raw materials and manufacturing at Company C are not considered 
Additionally, the assumptions used to develop the models are explained 
as follows. 


(1) The demand for products outsourced to Company С is determinis- 
tic, and the associated demand for the raw materials can be derived 
based on the information on the finished items. As Company Р 
has established long-term relationships with its customers, the de- 
mand for the parts to be used in building aircraft engines remains 
fairly stable. 


(2) Since Company C supplies more than one finished engine compo- 
ment, aggregate values of the product characteristics, such as the 
demand, weight, volume, and value for both raw materials and fin- 
ished goods, will be utilized. This assumption is reasonable since 
materials at both their initial and final stages have well-defined 
dimensions. 


(3) Manufacturing intervals accommodate shipping frequencies, i.e., 
Company C always has the quantities of finished goods ready for 
shipment for any value of shipment size derived from the cost mini- 
mization model. The same assumption holds for the raw materials 
suppliers. 


Note that since the U.S. dollar is used as the main currency and Com- 
costs, the currency exchange rate is not an 


In what follows, the optimization models for finding the optimal ship- 
ment size of raw materials from the parent company to the overseas 
supplier and the shipment size of the finished products in the opposite 
direction will be developed and discussed. Note that since the cost com 
ponents are symmetric for both directions, we will ignore the subscripts 
(r, f) in the models. Given the cost categories listed in Figure 12.2, the 
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general cost minimization model can be given as follows’ 


‘minimize: Expected Total Annual Cost (ETAC) = 
Transportation + Holding + Customs + Administration 
+ Risk + Material Handling Costs 


Each cost component is calculated on a yearly basis (ie. S/year) and 
the formulas are given as follows: 


Transportation cost : Oy = f(Q)+9(Q) + PE (Cy + Cu) 
Inventory holding cost : Ch = (Du)Ch,tp + Q(v/w)Cy, 


Customs charge : Ce 


Administration cost : Ca 


Risk cost 


Material handling cost 


Most of the above cost functions are straightforward based on the di- 
mension of each of the cost item, but the inventory holding cost deserves 
some explanation and clarification. The first term indicates the annual 
cost of carrying pipeline inventories (where tẹ denotes the time inven- 
tory spends in the pipeline. This item encompasses the total time spent 
on a series of events that take place when moving materials. The mov- 
ing process typically begins with consolidation, and involves transferring 
the consolidated goods to the airport/sea port by rail or truck, storage 
in warehouses, loading, actual transit, unloading, customs clearance, 
transfer to the destination, and finally ends with receiving.) The second 
term calculates the safety stock holding cost. It is necessary to men- 
tion that although the annual demand is considered deterministic, given 
the uncertainties involved in a global supply chain, we assume that one 
shipment size is always held as a buffer stock in case of emergencies or 
discrepancies occurring between demand and supply. This assumption 
is also being practiced at the two companies. Note also that the cycle 
stock holding cost is not included, as it is incurred on the shop floor of 
the joint venture and not paid by Company P (all cost components in 
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the model are paid by Company P). Letting 


з 4 
% = OS Cut Ус, + Cm 


and 
% = С. +0 + Ome 


then the total cost function can be written as 


= б QU) Css + (F(Q) + 9(Q)) + (De) (% + бъл). 
Notice that two cost components, namely the freight cost f(Q), and the 
consolidation cost g(Q), are expressed as general functions. The con- 
solidation cost is incurred when materials are crated in order to accom- 
modate carriers’ needs. The form of these functions will depend on the 
transportation mode under consideration and the rate scheme charged 
by the carriers. In the next section, we will study the explicit total cost 
function for each of the transportation options considered feasible by 
both Company P and Company C. 


ETAC = 


3. Analysis of Transportation Alternatives 


The current transportation structure of the company's global supply 
chain as shown in Figure 12.1 suggests that the combinations of water, 
truck and rail are possible shipping approaches in addition to air. When 
these options are considered, both full container load (FCL) and less 
than container load (LCL) options should be examined. As a result, 
а total of five potential transportation alternatives, namely water-rail 
FCL, water-rail LCL, water-truck FCL, water-truck LCL, and air, be- 
come potential candidates for moving raw materials and finished goods. 
Note that if the ocean is used, the materials must be transferred from 
Company P's headquarters to Long Beach, California by either rail or 
truck. This portion of cost within the U.S. is taken into account as 
follows, The total in-transit time will include three major segments 
the travel time across the U.S., the transit time between the U.S. and 
China, and the transit time within China. We assume that the same 
mode is used when goods are moved within each of the two countries 
(ie, if truck is used for transporting within China, then the same is 
used within the U.S.) and that the same freight rate is used for both 
countries due to the unavailability of data from the two countries. In 
the following subsections, we develop cost minimization models for all 
five shipping alternatives. 
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34 Water-Rail Combination 


In this scenario, we will examine the effectiveness of using FCL or 
LCL for both water and rail alternatives. 


3.1.1 — Water-Rail FCL. This option implies that both water 
and rail FCL are employed. In this case, the FCL cost structure for water 
using Landbridge (a service in which foreign cargo crosses a country en 
route to another country; see Lambert et al. (1998)) is a fixed, one-time 
charge for each shipment. The cost charged for using a full load in rail 
depends on the container volume, not the shipping size. The freight 
charge for the associated consolidation fee is also a constant for each 
shipment. Let the freight charge of ocean and rail and the consolidation 
fee be denoted as Cj, Ci, and Су, respectively. Hence, the annual 
freight cost i s calculated а С, = (Dw/Q) (Ci, C). e total cost 
function is given as follows: 


Du 
ETAC nrc, = О + Ci + Cha) 


+ Q(v/u)Ch, + (Dv) (8 + С). (12-1) 


The structure of the cost function (12.1) is similar to that of the class 
economic order quantity (EOQ) function (Silver et al. (1998)). There- 
fore, it is straightforward to show that the minimum cost occurs when 
the shipment size equals 


Qivr-rer = d (12.2) 


It is necessary to mention that since the full container load size is usually 
very large and the products considered in this study are of high value 
and low demand, the likelihood for the optimal shipment size in (12.2) 
to be greater than the full container load is almost zero. Hence, it is 
reasonable to assume that the optimization problem shown in (12.1) 
unconstrained. Substituting the shipping quantity in (12.2) into the cost 
function (12.1) yields the minimum total cost in this scenario as 


ETAC(n pi = 


2y (Du) (G1 + C, + б, + Cta) Cha (Dv) (02 + См). 


3.1.2 Water-Rail LCL. When using the LCL option, the freight 
charge for water is calculated based on either the weight or the cubic 
size (measured in cubic meters, CBM) of the material to be shipped 
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Since the two parameters have a linear relationship for a standard, well- 
shaped raw material and finished item, i.e., the rate expressed in СВМ 
can be converted to $/kg, or vice versa, we continue to use S/kg as the 
dimension for the ocean rate. The freight rate for rail and associated 
consolidation fee, however, are dependent on the container load size; let- 
ting L; denote the container load size for container j, the rate structure 
can usually be displayed in the following format: 


Toad size breakpoints Rail freight rate (LOL) Consolidation fee 


(container) (G/container) 
0<Qsh ст [ou 

Ty <Q SL e [^] 

LONE ES [^d с” 


її is important to mention that the container volume is much smaller 
than that used in the FCL case and that the charge is not proportional 
to the shipment weight, i.e., a fixed amount of cost is incurred for using 
а container even if the container is not filled up. The CY) and СОЎ 
values are increasing at a decreasing rate with container size. This cost 
structure is similar to an all-units discount structure, except that here 
we have an increasing step function cost structure in the total quantity 
shipped. However, it is straightforward to show that a similar procedure 
for finding the optimal shipment quantity holds as for the all-units dis- 
count case (see Silver et al. (1998). We first find the ВОО value that 
is realizable (falls within the proper quantity interval) starting from the 
highest discount level and then check the cost at all lower breakpoints. 
‘The reason for this is that, given the cost structure, we may be able to 
save on both shipping and holding costs by reducing the EOQ at lower 
discount breakpoint levels. Increasing to a higher breakpoint above the 
highest realizable EOQ increases holding costs, while either maintain- 
ing or increasing the per-shipment fixed cost. Note that Lj, denotes 
the largest container and that the rail freight rate is not distance-based, 
rather, it is dependent solely upon weight 

We assume that in each option, only one container of each 
utilized. This assumption is reasonable as both the raw materials and 
finished goods are neither bulky nor heavy. The following solution algo- 
rithm is presented to determine the best shipment quantity 
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Step 1. Calculate the shipment size at each LCL freight rate using 
the following formula 


(Du) (n +62 +9) 
9= CG, 022) 


and denote the shipment size that applies to both the freight 
rate and consolidation charge by Qy. If Lj-1 < Qy < Lj, then 
this order quantity is realizable for the appropriate discount 
range. If so, calculate the associated total cost using 


ETACg, = ТСо + D (vf -wC,,) + D(vCy, tj), (12.4) 
where 


D б б 
Tog = с (0.009 +O) Фо), 


zd (Do) (01+ cf? + c) i (12.5) 


and the values (C{?, С!) correspond to the weight range 
where the Q, is located. Let Q3, and ТС; denote the values 
of (12.3) and (12.5) at the realizable order quantity at the 
highest discount level. 


Step 2. Let Lo be the largest container load size less than Q3, As 
the last two terms in (12.4) are independent of the shipping 
weight, only the first portion of the total cost needs to be 
calculated as follows: 


Dw (v) (v) 
TO - T (nc +07) + о/о). 029) 


Repeat the calculation of Equation (12.6) at all discount break- 
points lower than Lg and let ТС} denote the breakpoint value 
that gives the minimum value of (12.6). 
Step 3. Choose the shipment amount that yields 
TC' = min (TC, TC}). 

‘The freight rate scheme used in the LCL case implies that using EOQ 
formula in (12.3) does not necessarily lead to a valid shipping weight 
for each pair of freight rate and consolidation charge. As a fixed freight 
rate and consolidation fee are charged for a range of shipping weight, 
а certain amount of savings in freight and consolidation costs can be 
realized if the range limit is used. Hence, it is necessary to compare the 
calculated quantity and the quantities at lower price breakpoints. 
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32 Water-Truck Combination 


Truck is another alternative for transporting the materials between 
Shanghai and Chengdu. Analogous to rail, this option has two scenarios, 
namely FCL and LCL. 


3.21. Water-Truck FCL. In this scenario, an FCL rate will 
be used for both water and truck. For water, the rate is a constant 
as mentioned in the preceding section; for truck FCL, the freight rate 
рег shipment is also a constant and is denoted as Ci. In addition, the 
consolidation charge is measured on a per-shipment basis. The analysis 
follows in a similar manner to that in the water-rail FCL case. Letting 
the fixed FCL charge rate (S/shipment) be С, and Cj, for ocean and 
truck, respectively, the optimal shipment size can be obtained as 


& (Dw) (@ + Сы, + С, + С, 
ук-кс, [D Tm 
322  Water-Truck LCL. This option is similar to the water- 


rail-LCL alternative, except that the charge rate for truck will be differ- 
ent from the rail rate. The dimension of the ocean freight rate remains 
in dollars per kilogram (S/kg), and the charging scheme for using truck 
is based on the truck container size, which is weight-based and indepen- 
dent of the distance according to the operational procedure at Company 
Р. Note that in general, LCL rates depend on both weight and distance, 
but this is not the case for these two companies. Hence, the solution 
procedure presented in Section 3.1.2 remains the same for this scenario 
and will not be repeated here. 


33 Air 


Both raw materials and finished products can be shipped by air for 
the entire route. Company P normally uses a preferred freight forwarder 
for all shipments, whose freight rate scheme is described in table 12.1 

In this scheme, both the freight rate and the consolidation fee are 
charged in dollars per kilogram, which is different from the water-rail 
LCL case, and the their values are decreasing in volume and correspond 
to a decreasing step function structure. This scheme is equivalent to а 
fixed annual contract price for air freight plus a consolidation fee that 
depends on the shipment quantity (and, hence, frequency). A lower 
value of Q implies more frequent shipping and should, therefore, involve 
a higher annual cost. Because of the dimension of the structures above, 
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Table 12.1. Freight rate scheme for air shipments 


‘Weight breakpoints Air freight rate Consolidation foc 


(8/kg) {8/kg) | 
[EDEXZ ср Ch 
cp 
go c 


the annual freight cost and consolidation charge is computed аз 


HQ) +00) = 77 (cl? +09) 

for a shipmentsize Qj. Furthermore, since a maximum allowable weight 
for each shipment is normally imposed for air shipping, it is important to 
incorporate this constraint into decision-making. Let this shipping limit 
be denoted as И, (in kg, note that the W,, here is much smaller than the 
largest containers used in rail LCL and truck LCL, respectively). Thus, 
the optimization problem for finding the best air shipping quantity can 
be expressed as 


minimize ETACair 
+ Q(v/w)Cy, + (Dv) (82 + Chto) + (F(Q) +.9(Q)) (12.7) 


subject to 
QS Wm- 


It is straightforward to show that in this case, since both freight cost and 
consolidation charge have a decreasing step function structure, the same 
approach used in the standard all-units discounting scheme сап be used, 
ie., find the realizable EOQ value at the highest discount level, and check 
the cost at all higher discount breakpoints. However, the EOQ formula 
used in this problem is slightly different from that established in the 
literature. Since the value paid by the buying organization (Company P) 
excludes the freight and consolidation charges, the EOQ is independent 
of these two parameters and is calculated as follows: 


(ри) 


9 обы, 
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Therefore, once the value of Q,;, is obtained, the freight and consolida- 
tion rate pair in the scheme that applies to Qai can be determined. Then 
the associated total cost of using Qui, needs to be compared with the 
cost at all other freight and consolidation rate pairs at higher discount 
breakpoints. 

Each of the prior sections was devoted to a particular transportation. 
mode combination, in which the cost model and solution procedure are 
provided. Here the rate structure for freight and consolidation cost is the 
key for finding the solution algorithm. The optimal order quantity with 
all-unit discounts established in the literature serves as a good basis, but 
does not always apply to various cost structures in reality. In our study, 
we have extended the existing solution procedures to incorporate the 
cost schemes of not only the freight rates, but also consolidation rates. 


4. — Numerical Examples and Sensitivity Analysis 
41 Computational examples 


To demonstrate the effectiveness of the mathematical models pre- 
sented in the preceding section, we have conducted a few numerical 
studies using the data and current practices provided by the companies. 
For the protection of confidential information, we will not use the freight 
forwarders’ names. Also most of the data items are slightly modified, 
some of which are combined into one fixed parameter (such as 6 and 
60). As a result, the fixed as well as the variable input parameters are 
summarized in Tables 122 and 12.3, respectively. One important pa- 
rameter in Table 123, namely the in-transit time (tp), deserves some 
attention. As defined before, this item encompasses the total time spent 
оп a series of events that take place when moving materials. Due to 
the large number of events involved, the uncertainty associated with the 
in-transit time is normally very high, which is revealed by the possible 
delay time listed in Table 123. To capture the risk level involved in 
each transportation mode, we use the following percentages for comput- 
ing the loss and damage cost associated with water-rail, water-truck and 
air, respectively: 1%, 266, and 0.5% of total values shipped. The freight 
rate schemes for air, truck and rail for both directions are listed in Table 
124. We will refer to the situation in which all parameters take the 
values indicated in Tables 12.2 and 12.3 as the base case. 

The optimal shipping quantity, in kilograms per shipment, and the 
minimum total annual logistics cost for the base case are obtained us- 
ing the solution algorithms provided in the preceding section and are 
reported in Table 12.5. We can observe from Table 12.5 that 
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Table 12.2. Fixed Parameters in the Numerical Example 
Parameter Value TUS to Ohana) Value (China to US] 
D Tanit7 year) 2900 2900 
v (S/mit) 1,000 3,000 
w (kg unit) а 29 
о (8/S/year) 012 оло 
сь ($/З/уевг) 0.10 010. 
Ci. FCL (8/shipment) 2947 2.947 
Cl LOL ($/g) 0004 0.968 
©. ЕСЫ (8/shipment) 1,960 1900 
Cu FCL  (S/shipment) 320 320 

‘Table 123. Variable Parameters in the Numerical Example 
Parameter TS ta China China to US 

Т Waer Water. А Waters Water: 

Най Тык Rail Truck 

C. FOL) 35 о — 4) — 340 юй 40 
61" (S/shipment) 20 — 195 1475 3% 13% 1,808 
e 0) з 85 45 зз 4 ав 
te (dw) Man 5 мю 33 5 a s 
te (а) Dely 3 2% 18 "ЖИР. ЖШ; 

Table 124. Rate Schemes 
TI] A, JFK to Chengdu 
ipmentweght (ke) — 50 100 150 3 550 109 2000 
Freight rate (Ske) 465 410 325 310 295 280 275 
Consolidation, Cy  (S/kg) 080 070 065 060 030 045 040 

Air, Chengdu to JFK. 

Shipment weight (kg) 30 100 180 300 350 149 2000 

Freight rate (S/ks) 560 520 480 470 460 440 435 
ion, Ca ($/ke) 080 070 065 060 050 045 040 

(E) Rail LCL, Chengdu-Shanghai 
‘Container size 1900 E T0000 
Freight rate ($/container) 200 00 ‘900 
Consolidation, C, ($/container) 30 90 120 
T9] Truck LCL, Chengdu- Shanghai 
Container size 3000 5,00 8000 
Freight rate (S/container) 120 200 280 
Consolidation, Cu, (S/container) 10 15 20 
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Table 12.5. "The Optimal Shipping Quantity and Total Logistics Cost for the Five 
Transportation Modes: the Base Case 


US to China China to US 
Mode “Quantity (ke) ЕТАС( у) _ Quantity 
WRFCL 13,768 37,009 7,458 814333 
мев LCL 8,857 260,615, 4,531 635175 
W-K FCL 11,544 236,442 6,449 636,826 
W-K LCL 7,033 261,639 4055 668,722 
AN Air 2000 394,277 1,792 135,568 


(1) for materials moving from Company P to the joint venture, using 
the water-truck FCL shipping mode yields the lowest total cost 
($236,442), and the water-rail FCL performs the best for the other. 
direction ($614,333); and 


(2) the maximum allowable weight (W, = 2000) is used for air ship- 
ping from the parent company to the joint venture. 


Considering the total cost of both directions, we have calculated the 
sum of the costs incurred for both directions and presented the results 
in a matrix format as seen in Table 12.6. The numbers on the diagonal 
indicate the total cost using the same transportation mode for both 
directions. Table 12.6 shows that using air to move materials, although 
reducing the holding cost of pipeline inventory, is the most expensive 
method for the case considered due to its high freight cost. Table 12.6 
also pinpoints the combined best transportation modes, which are water- 
truck FCL from the U.S. to China and then water-rail FCL for the way 
back, together leading to savings of $279,233 (= $1,130,008 — $850,775) 
compared to the cost of using all air. In summary, the mathematical 
models we have proposed not only identify the shipping quantity and 
associated logistics costs for a given transportation mode combination, 
but also help evaluate the various combinations of the transportation 
modes based on their cost effectiveness. 


42 Sensitivity analysis 


А quick comparison of the transportation modes considered in this 
study reveals their immediate advantages and disadvantages. For ex- 
ample, air shipping provides the most reliable and fastest service, which 
is reflected in the holding cost of pipeline inventories and risk charges. 
However, the high cost of transportation tends to offset the benefits. ‘The 
other options enjoy lower transportation cost but involve high degrees 
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Table 12.6. Tbe Minimum Total Logistics Cost of Materials Flow between Company 
P and China Using Various Transportation Modes: the Base Case (all numbers are 
expressed in thousands) 


China to US 

W-RFCL W-RLCL МК ЕС, W-K LCL АПАК 

$143 6352 $368 68.7 135,568. 

g WRFOL 2380 s523- id 3748 ЭТ MTS 
B WRLCL 2606 874.9 895.8 897.4 9203 — 9644 
© WKFCL 2364| 8507 8716 8733 9052 0402 
È укіс, 2016 8760 8968 8985 9304 9654 
З aair зма 9746 9955 9971 — 10090 11300 


of variability and risk. Therefore, it would be worthwhile to compare 
their performance in various situations. 

We rely on varying two parameters to conduct the sensitivity of the 
mode preference, namely the in-transit time and the inventory holding 
cost rate for the following reasons. First, based on our analysis of the 
company's data and previous practices, we have noticed that the uncer- 
tainty involved in the in-transit time of using ocean, rail and truck can 
be very high, and we have compiled data for both average and possible 
delay time shown in Table 12.3. Second, since the percentage holding 
cost rate depends on the opportunity loss of capital, which has a strong 
relationship with the interest and inflation rate, it is reasonable to use a 
range, rather than a fixed number, to describe the holding rate. Finally, 
we assume that the holding rate of pipeline inventories is more influ- 
ential than that of the safety stock due to the amount of the pipeline 
inventories held in a global supply chain. Hence, we fix the safety stock 
holding rate but vary the pipeline holding rate. Moreover, we use the 
total cost of air shipping as a benchmark to evaluate the performance of 
other shipping alternatives. 

Consequently, we vary the in-transit time, tp, and the holding rate, 

Cy, a8 follows: 


tp = base value (in days) +, 


1,2, 


Ch, = base value (percentage) +i/100, — i— 1,2, 


for both shipping directions. These values generate 49 (= 7 x 7) combi- 
nations for each shipping direction. The cost values for all 49 problems 
"were calculated and the optimal total cost of both directions for each 
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Тиме 12.7. Sensitivity Analysis Using Air as а Benchmark (Minimum annual cost 
of using air is $1,130,008) 


Tictransit Time Increase (days) 

т 2 3 4 E T 7 
RIT 834,112 857,449 860,786 864,123 567460 870,707 
861600 868,254 871,909 875,564 879,219 882,873 886,528 
878,424 882207 886,369 800,842 894,315 898,287 902,260 
892,249 896,539 900,830 905,120 909,410 913,701 917,991 
906073 910,682 915,290 919,898 924,506 929,115 933,723 
919,898 924,824 929,750 934,676 939,602 944,528 949,454 
933,723 938,967 944,210 949,454 054608 959,942 965185 


Holding Rate 
Increase (%) 


problem was obtained in the following manner: 


Total Cost = 
min. cost (W-R FOL; W-R LCL; W-K FCL; W-K LCL}ys_.cn + 
min. cost {W-R FCL; W-R LCL; W-K FCL; W-K С} съз 


The results are reported in a matrix shown in Table 12.7. As indicated 
by Table 12.7, even if the in-transit time of using combinations of water, 
rail and truck is extended by one week and the holding rate is increased 
by 7 percent, air remains the most expensive mode of transporting goods 
(Recall that the total cost of using air is $1,130,008 per year). The sav- 
ings can range from $279,233 per year in the base case to $164,822 рег 
year under worse conditions. Although we didn't consider the perfor- 
mance of water, truck and rail combinations in worse situations, this 
example illustrates the procedure for conducting sensitivity analysis of 
various combinations of the values. The matrix format, as presented in 
Table 12.7, is useful for comparing the performance ofthe transportation 
modes in different s 


narios. 


43 Discussion of model limitations and 
managerial implications 


In the previous sections, we presented a set of mathematical models 
with the objectives of minimizing the total logistics costs and identifying 
the shipping size for various transportation alternatives, along with their 
solution algorithms. ‘The numerical analysis has demonstrated that the 
models can be used for assessing the cost-effectiveness of various avail- 
able transportation mode combinations, which will help the international 
purchasing group at Company P and its joint venture in China to make 
sound logistics decisions, 


Evaluating Total Logistics Costs in а Global Supply Chain 339 


It is important to point out some of the limitations underlying the 
models. The first limitation has to do with the demand pattern, which 
is assumed to be level over time. This is valid only if both companies 
coordinate their ordering and manufacturing decisions. Efficient coor- 
dination can be only achieved through fast and accurate information 
sharing and communication, quick transfer of MRP schedules, accurate 
demand forecasting, and close relationships with raw materials suppliers. 
While these issues are beyond the scope of this portion of the project, 
they provide a foundation for the mathematical models. 

The second limitation is that the effect of payment frequency is ig- 
nored in the models. As pointed out before, Company P is the major 
party responsible for most of the costs. Therefore, it is concerned with 
mot only the magnitude of the total logistics cost, but also the speed 
of cash flow and the value of capital. This concern also represents a 
direction for future research. 

Finally, although our optimization models are able to identify the 
most economic transportation mode, the final decision regarding trans- 
portation mode preference depends on numerous external and internal 
factors. For example, China’s transportation infrastructure, additional 
risk factors, and Company P's relationship with freight forwarders within 
and outside of the U.S., to name just a few, can affect the final decision 
significantly. 


5. Concluding Remarks 


With outsourcing becoming an integral part of a corporation's pur- 
suit of competitive advantages, a clear understanding of all hidden costs 
associated with this strategy has received a great deal of attention. Com- 
pany P, one of the leaders in the aviation industry, formed a joint ven- 
ture in Chengdu, China in 1996 and has been deeply concerned with the 
costs and benefits resulting from outsourcing some of the aircraft engine 
parts to this joint venture. This project focused on analyzing Company 
P's global logistics system and developing sound techniques that aid 
the companies in making effective transportation policy decisions. The 
major cost components of the logistics system that affect transporta- 
tion policies were identified and serve as critical inputs in the decision- 
making process. A set of optimization models and solution methods for 
five potential transportation mode combinations were developed. The 
cost components, the results derived from the optimization models, and 
the use of sensitivity analysis on proposed solutions have provided help- 
ful guidelines for Company P to evaluate the cost effectiveness of each 
potential transportation alternative. 
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Abstract We discuss the supply chain of the Chilean forestry sector. The chain 
Starts with a basic raw material, consisting of standing trees in forests 
The products, at different stages of transformation, then proceed to 
local markets or are exported: as logs, lumber, manufactured products, 
pulp and paper. Processes involve primary and secondary destination 
or the logs, with transformations carried out at different plants, such 
as sawmills and pulp plants. Transportation plays an important role in 
‘moving products along the chain. A series of mathematical models have 
been successfully implemented along the chain to support decisions. We 
discuss the flow of material along the chain, as well as links between 
decision making processes, pointing out where improvements should be 
made to improve coordinati 


Keywords: forestry, supply chai 


mathematical models, logistics 


1. Introduction 


For forest products, the production chain starts with standing trees in 
the forest and then continues on to one or more stages of transformation, 
before goods are sent out to customers as final products. We will describe 
the forestry supply chain from the perspective of Chilean forestry firms, 

ES 
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whose final products go to local markets (pulp and paper, lumber or 
sawn pieces mostly) or are exported in the form of logs, lumber, plywood, 
manufactured pieces, paper, or pulp. The industry relies mainly on pine 
plantations with a growth cycle of about 25 years, located in southern 
Chile. 

The shape of pine trees defines their best possible use. The lowest, 
widest part of the tree is the most valuable, and is either exported as 
logs or used by local sawmills for higher priced manufactured products. 
The tree’s mid-section, of medium diameter, is sent to local sawmills for 
less valuable lumber. ‘The highest part of the tree, which is narrowest 
and least valuable, is used for the pulp mill. Sometimes downgrading of 
timber occurs: that is, thicker logs may be used for lower-value products 
at a loss. Combining these end uses makes for the best use of forests, 
because the whole tree is used appropriately. 

The supply chain starts with logging operations in the forest, where 
harvesting machinery brings logs of different sizes, already cut to certain 
imensions, to the roadside. Trucks take loads of these logs to their first 
destination, which may be: 


a. Pulp and paper mills. Firms have one or two pulp mills usually 
located by the coast for technological reasons, given the need for 
large quantities of water. Most paper mills use pulp to produce 
paper, but a few use logs to produce paper by a mechanical process. 


b. Sawmills and plywood plants. A typical firm has several sawmills, 
each with different characteristics, spread out among forest plan- 
tations to minimize transportation costs. Plywood plants are also 
а first destination for logs. 


c. Ports, where logs are sent directly for export. These logs dis 
from our supply chain once they are loaded onto a ship. 


рреаг 


d. Stockyards, where logs аге kept over the short term, or from sum- 
mer to the rainy winter season, then sent on to their next destina- 
tion. 


А collection-transformation center, located near pulp mills, where 
some of the logs that have not been cut to final size in the field 
are sent for cutting and sorting. From there, the logs are sent оп 
to their next destination. 


Products go from these initial destinations on to secondary destina- 
tions. Boards of different size require transportation to go from mills to 
local markets or ports for export. 
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Other boards go to manufacturing plants, usually located near mil 
for manufacturing into more complex final products, to be used in build- 
ing and industry. These manufactured pieces again go to local markets 
or to port for export. 

From a pulp mill the product, pulp, goes to a paper plant for further 
manufacturing into paper, or is exported directly. Paper is mainly used 
for the local market but some is exported. Plywood is also oriented to 
international markets. 

А set of systems based on mathematical models have been imple- 
mented and are being used at different levels of the supply chain to 
support operating decisions. We will describe how these models support. 
decisions at this level, analyzing the linkages between each stage. Figure 
131 provides a basic diagram of a supply chain. 

Section 2 shows two systems developed and implemented at the forest 
level. One is a short-term harvesting model, to decide which areas to 
harvest, how to cut the trees, and where to send them to satisfy short- 
term demand. The second system decides the location of harvesting 
machinery and access roads. Both systems are used by many firms in 
Chile. 

Section 3 describes a system based on a simulation model using heuris- 
tics, implemented to handle forest to primary destination transport, and 
transport from mills to final destinations. Again, this system is heavily 
used by forest firms. 

Section 4 describes secondary processes, mainly related to sawmills 
and remanufacturing and includes the description of a scheduling model, 
which has not been implemented. 

Section 5 discusses the overall supply chain, as shown in Figure 13.1, 
and the links between each stage, in terms of decisions regarding mate- 
rial, information and communication flows. In particular, we discuss the 
limitations in the supply chain in terms of coordinating different stages 
and the need to introduce technology, such as GPS, bar codes, and real 
time flow of information, to improve overall performance. 

We note that in most cases there is mixed ownership of assets. Major 
firms own most of the timber lands harvested, but also purchase timber 
from small landowners. They own pulp, industrial, and paper plants 
and most of the sawmills, but third-party mill operations are also hired. 
Timber harvesting and transportation is mainly subcontracted. 


2. The supply of timber 


Recall that the basic raw material is standing timber. Large firms own 
from 50,000 to 400,000 hectares of pine plantations. At the operating 


346 SUPPLY CHAIN MANAGEMENT 


i i 


p] мт 
Pants 

Tansporaton 

Transporation | | o oat mara 
"o Ms. Port Um 


Figure 13.1. The Supply Chain 


level, at any moment some areas have mature timber ready for harvesting 
and for which access roads have already been built 

For the purpose of harvesting, forests are divided into reasonably ho- 
mogeneous areas, called stands, characterized by similar tree age, site 
quality and management conditions, which lead to similar tree lengths 
and diameter. On any given day, harvesting goes on in a number of 
stands or points within the forest. The harvesting process starts when 
loggers fell a tree. Once on the ground, the branches of the tree are cut 
off. Next the tree is cut into pieces according to instruction so as to 
obtain the products demanded by length and diameter (bucking) or the 
whole log can be sent to a sorting center for bucking. 

The loggers receive instructions on how to buck trees in a given area. 
Figure 132 shows a simplified example, where a first cut is 12 m long 
and at least 27 cm in diameter, yielding an export log. A second cut is 4 
m in length and at least 22 cm in diameter (sawmill log) and the rest of 
the tree, with a diameter of over 8 cm, goes to a pulp plant. Inventory 
simulators based on sample plots estimate the volume to be obtained for 
each product, given a bucking pattern 
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Figure 19.2. Simplified Example of Bucking 
Basic decisions at this level are: 


a. Which stands will be harvested in each period (a week is a typical 
period here) 


b. The bucking or tree cutting instructions to be used for each stand 
and period. 


c. The products to be sent to different destinations, to satisfy specific 
demands for length and diameter during each period. 


d. General needs for harvesting machinery and trucks. 


OPTICORT (Epstein et al. 1999), a Linear Programming (LP) model, 
was developed to support these decisions. 

OPTICORT makes decisions on how to produce the many different 
products, as defined by the length and diameter needed each week to 
satisfy varying demands for exports and at sawmills and pulp plants. 
Loggers are given instructions on how to buck or cut every tree, to 
Obtain up to seven pieces according to a list. These instructions are 
called bucking patterns and use information from an inventory simulator 
that indicates how many m? /ha will be obtained for each defined product 
їп a given stand using any given bucking pattern. 

А basic, simplified structure of ће model defines two variables. 


Үшы = Volume of timber (m?) transported from stand i to destination dof 
product kin period £ 


Ku. = Volume of timber (m) produced in standi, with bucking pattern j 
inperiod t. 


The objective is to maximize net returns: 
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where Кш represents sales revenues minus transportation costs and 
Cost; denotes harvesting c 
The main constraints are: 


WK < Vol forall i (13.2) 
Er 
so that total volume harvested is limited to existing timber Vol; 
Укы CAO forall t, (13.3) 
E 
so that timber harvested is limited by machine capacity, CAC}, and 
DREN Kit Y. Үшы>0 forall к, (134) 
F T 


as volume transported is limited by production of each product by stand. 
and period. The parameter REN; is the fraction of volume for product 
k, when using bucking pattern j in stand i, which is obtained from an 
inventory simulator based on sampling techniques. 

‘The problem is a standard LP, except for the extremely large number 
of possible bucking patterns. For this purpose, column generation was 
used to generate branching patterns. Given an optimal solution for a 
set of defined bucking patterns, additional bucking patterns are created 
through a specially developed branch and bound column generation sub- 
routine. At the source node, the first branches consist of all possible first 
cuts by length and diameter (e.g 12m/26cm). These create a set of 10 
to 30 branches (compared to two branches in a 0-1 branch and bound 
scheme). At most а tree can have seven depth levels, which constitute 
the maximum number of possible cuts in a bucking pattern. A path in 
the branch and bound tree corresponds to a bucking pattern, 

‘The dual variables of the present LP and the yields per product from 

the simulator lead to the value of each node in the branching. 
"he model works with demand data provided in the form of inputs 
based on the estimated needs of sawmills, pulp mills and exports. Ex- 
ports of logs are defined by contracts, while mill requirements are defined. 
by estimates of requirements, which in turn are driven by estimates of 
demand for final products. 

Data on harvesting and transportation cost are based on experience, 
as well as results provided by a machine-location model and a trans- 
portation system, discussed below. 
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Several Chilean firms use this model and а large Brazilian firm uses 
a similar model. The model runs in about ten minutes on a personal 
computer, using a commercial LP code, and has led to significant savings. 
The model’s main advantage is that it identifies a good match between 
product demand and standing timber, which significantly reduces the 
downgrading of higher diameter logs and the cutting of excessive timber. 

Based on model indications for the first week and feedback from op- 
erations, operations are scheduled daily. This involves scheduling daily 
production from each source, the exact daily volume for each product 
obtained through bucking, and how daily demand will be met. A weekly 
program is basically the combination of daily programs, which will vary 
from day to day, due to operating dynamics: schedules are not met ex- 
actly, external conditions such as demand may vary daily, or unforeseen 
events, such as changing weather conditions, may occur. 

At present, daily operations are scheduled manually. A scheduling LP 
model to support daily decisions will be developed in the near future. 

А second model to support harvesting deals with the following prob- 
lem. Given an area of say, 500 hectares, scheduled to be harvested in the 
next several months, where should harvesting machinery be located and 
what secondary roads should be built? There are basically two types 
of harvesting machinery used to bring felled logs to the roadside. On 
flat terrain, skidders or tractors are used, while for steeper slopes ca- 
ble logging or towers are used to bring logs up hill or, in some cases, 
downhill. 

Short access roads connect these operations to existing primary roads 
Given the slow speed of skidders, it is not considered economical to use 
them for distances of over 300 meters from roadside. This defines the 
road requirements for flat areas. 

For steep areas, wherever a cable logging operation is installed, an 
access road must be built, along with a flat area to stock logs before 
loading them into trucks. 

А decision making system, PLANEX (Epstein, et al. 1999) was de- 
veloped to support these decisions. The system uses data provided by 
а GIS for information on timber existence, topographical height lev- 
els, and geographical features, such as rivers, and existing roads. The 
information given by the GIS, typically in vector format, is converted 
to a raster format with cells, typically of 10 x 10 meters. The user, 
normally the planning engineer, provides additional information on the 
productivity of harvesting machinery and road building, harvesting and 
transportation costs. Thus, the data is derived from users and GIS in- 
formation. An interactive graphic interface helps the user observe and 
modify solutions. The determination of solutions is based on heuristics 
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їп a first step, a greedy approach selects best locations sequentially. For 
any given (and still available) location, the timber and revenues that сап 
be obtained by a machine at this location are determined using GIS in- 
formation and harvesting costs. GIS information on topography is used 
to evaluate possible roads to be built, while considering constraints such 
as maximum slope and turn radius. A shortest-path algorithm on this 
network builds the minimum cost path from the location to an exist- 
ing road (transportation costs are negligible given the short distances 
involved). The location with best net benefits is chosen, cells harvested 
through it are excluded from further consideration, and the path thus 
defined is used as existing for further iterations. When enough locations 
are defined to extract all profitable timber, a local exchange algorithm is 
used to improve locations. Finally, the ultimate set of roads to be used 
is determined using a spanning tree that connects all chosen locations. 

Several Chilean forest firms use this system and it is also being in- 
stalled in Colombia at present. It has provided significant improvements 
over manual approaches using maps. The main result is the need to build 
fewer roads, which offers both monetary savings and better environmen- 
tal impacts. 

Some of the information provided by PLANEX on harvesting costs 
and productivity is an input to the short-term OPTICORT harvesting 
model 

Note also the interaction between the two models. The machine loca- 
tion system feeds cost and productivity information into the short-term 
harvesting system, while the latter supports decisions on which stands to 
harvest. We will discuss this point further in Section 5. Note also that 
the machine location model indicates positions for the machinery but 
not timing. The short-term harvesting model will indicate when to use 
skidders and towers in each respective stand, and includes limitations 
on the availability of each type of machine. 

The machine location problem can be seen as a combination of an 
uncapacitated plant location problem, where the machines correspond 
to plants, and cells containing timber act as customers, combined with 
а network design problem when looking for the best road network. Sev- 
eral researchers have attempted to solve a mathematical formulation of 
this problem. Guignard et al. 1996 attempted to solve а formulation 
of such a model using Lagrangian Relaxation and strengthening the LP 
formulation. Epstein et al. (2000) applied a dual strategy to an ex- 
panded formulation of the problem. We expect better algorithms from 
this research in the near future. 
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3. Transportation to first destination 


As described in Section 1, daily harvesting operations lead to logs 
being delivered at the roadside. In the case of skidders, these bring the 
logs to specified points along the road, where they are stacked and a 
loader machine loads them onto trucks. At tower locations, a loader in- 
stalled in the flat area will do the loading. These logs are already sized by 
length and diameter and planners know their possible destinations: port, 
sawmill, pulp mill, industrial plant, paper plant, sorting center or stock- 
yards. Usually, at each location stock remains from the previous day 
and production is scheduled throughout the day. At destinations, spe- 
cific demand for products is organized according to priorities. Sending 
logs for export to Japan on a ship that is leaving in three days naturally 
has a higher priority than demand at a mill with safety stock. (We will 
discuss the issue of safety stock in Section 5.) Forest firms work with a 
fleet of from 50 to 300 subcontracted trucks depending on the size of op- 
erations. Loading or unloading takes about 20 minutes, while trips last 
from 30 minutes to several hours. Trucks travel between multiple origins 
in the forest and different destinations. A system, ASICAM (Weintraub 
et al. 1996), was developed to schedule daily trips. Truck scheduling 
is carried out at a transportation center typically located close to the 
forest firm management. 

The system is based on a simulation model driven by heuristics. The 
model takes as inputs: 


a. Demand for each product, at each destination, with priorities for 
next day. 

b. Next day availability of stock of each product at each origin. 

c. Scheduled production of each product at each origin for the next. 
day. 

d. Loading and unloading capacities at origin and destination. 

е. The fleet of trucks available (not in maintenance) by type of truck, 
which determines load capacity and type of logs trucks can carry 


(e.g. regular trucks can only carry shorter logs) and operating con- 
ditions (some trucks cannot climb steep slopes when loaded). 


f. Times and costs for loading at origin and unloading at destination, 
loaded travel from origins to destinations, and unloaded travel back 
to origin: 


With this information the model simulates the operation. At 6.30 
a.m. for example, loading starts at origins. Besides existing stocks, 
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production for each product at origins is assumed to arrive uniformly 
throughout, for example from 9 am. to 4 p.m., as defined by the sched- 
шег. After trucks are loaded, they leave for destinations and new trucks 
start loading. Once trucks reach their destinations, they receive a new 
assignment: go to an origin, load, travel to and then unload at a new 
destination. Trucks must queue if loaders are busy. Heuristic rules were 
derived for assignments. After extensive testing, a set of heuristics was 
found that proved robust and led to efficient solutions. Under heuris- 
tic rules, trucks that will become free in the next hour are scheduled 
jointly, to avoid shortsighted solutions. A 15-minute rolling horizon is 
used. Rules basically pick trips for trucks that satisfy urgent demand for 
product delivery and minimize traveling and queuing costs. They also 
avoid causing queuing congestion affecting other trucks. The simulation 
proceeds through the day, assigning trips to trucks. Its results indicate: 


а. Needs for trucks and loaders the next day. 


b. Specific destination of products (the same product can be produced 
at different origins) 


c. A schedule for each truck and loader for the next day. 


А mathematical model has also been developed to solve this problem 
The problem is based on two submodels, one defining the trips to be 
made, the other assigning trucks to trips. The models interact through 
а Lagrangian decomposition approach (Equi et al. 1997). The current 
CPU requirements to solve this model, however, make it uncompetitive 
with the heuristic method already in use, which takes just a few minutes. 
Such a model approach could become useful in the future to integrate. 
daily production and transportation. 

Schedules are delivered by fax or e-mail to drivers and loader operators. 
early in the afternoon. During the day, the transport center ensures that 
drivers keep to their schedules (a driver who does not arrive on time must 
wait). It also deals with deviations from the program. About 80% to 90% 
of the trips are carried out as scheduled. Unforeseen events, such as а 
truck or loader breaking down, cause deviations from the schedule, which 
at present are handled manually by the transport operator. Changes in 
schedule are communicated by radio. 

Most Chilean forestry firms are using the system, with very significant 
savings of about 15% of total costs. Brazilian and South African firms 
also use it, and the latter won the South African Logistics Prize of 1996 
using this system. 

It has also helped the supply chain, as the system’s use has compelled 
forest managers to keep a much tighter control on stocks in the forest, 
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thus reducing losses and thefts. The system has improved companies" 
ability to satisfy demand for products at destinations, as well as pro- 
ducing a steadier stream of arrivals, which has helped to synchronize 
downstream operations. We believe the system has also helped forestry 
companies to significantly decrease their safety stocks at destinations 

The system now is in the first stage of making decisions in real time. 
This requires the use of GPS and real time communication between 
trucks, loaders, and the transport center providing data and instructions. 

We note the interaction between the transportation system and har- 
vesting decisions. 


= By running the transportation system under different scenarios, 
the firm has information on the needs for loaders and trucks for 
the short term harvesting problem. 


a The daily harvesting schedule and the transport schedule must be 
consistent. At present, harvesting schedules are carried out first 
and then results are sent to the transport center. The schedule 
allows flexibility by setting priorities. The transport center usually 
makes several runs to evaluate different transport and demand 
satisfaction scenarios and it can decide, for example, to add a few 
more trucks to carry additional timber products. 


= Тһе expected level of timber production will indicate the basic di- 
mensions of the fleet. Based on this information, annual contracts 
are signed with trucks owners. 


4. Secondary Processes 

In this section we describe downstream operations. This description. 
will include the necessary transportation. A description of these pro- 
cesses follows, with its linkages to the system, and how decisions are 
made at each level. 


a. Stockyards. In а seasonal cycle, stocks are accumulated in the 
summer to cover the rainy winter season. Stocking up in summer 
allows using cheaper dirt roads to access forest areas. Part of the 
harvested timber is carried to stockyards, located nearer to sec- 
ondary process facilities, with access by gravel roads, which can be 
used year-round. At the operating level, stockyards, in particular 
those in pulp plants and sawmills, act as safety stocks. Typical 
stocks are enough for а few days’ use up to several weeks. On a 
daily basis, therefore, some products will be shipped to stockyards, 
while other will be shipped out. Forest firms also use stockyards 
as centers for buying timber. 
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Sorting Yard. A second intermediate type of process is the sort- 
ing yard, like that of Bosques Arauco, the largest Chilean forestry 
firm. Located in the pulp mill area, it receives whole trees (with- 
out bark, branches and top) which are bucked there automatically, 
according to the needs of different destinations, which are either in 
the area or close by. The advantage of the sorting yard over buck- 
ing in the forest is that logs, which in the forest would be subject 
to one bucking pattern, will be analyzed individually, and bucked 
according to the best use for that particular tree, given its di- 
mensions, curvature, defects and needs at nearby destinations. In 
addition, automatic sorting yards provide products of better qual- 
ity than those bucked manually. ‘Transportation costs, however, 
rise due to the intermediate station thus introduced. Scheduling 
of additional transportation to next destination is done manually 
and specially assigned trucks are used, 


Sawmills. Large forestry firms handle а set of sawmills. The 
sawmills usually receive logs that are four meters long, with di- 
ameters starting at 16 cm. There are different types of sawmills, 
which vary by level of technology and ability to handle different 
log diameters, and produce different products, but there is a ba- 
sic process pattern. The logs go first to а primary cut, producing 
outer, more valuable boards. These boards are cut by rotating 
the log and cutting pieces, called lateral boards, to given specifi- 
cations. The remainder of the log, called the central piece, can be 
sold as is, or go on to a secondary process, where it is cut into thin 
boards. Depending on the quality of the secondary sawing proce: 

these lower quality boards can have different levels of smoothness 
Again, the secondary board can be sold as is, or go on to drying 
and in some cases sanding before being cut into smaller boards of 
different sizes, for example 20 cm x 4 cm x 0.8 cm, before being 
sent to market. The higher quality lateral boards may go to re- 
‘manufacturing plants, where they are further processed into the 
more elaborate pieces used in construction or furniture. In both 
sawing processes a significant percentage of the log turns into chips 
and sawdust, which are used for fuel at sawmills and pulp mills. 


‘Typically the sawmilling operation has a reliable demand forecast 
for final products, over a six week horizon. There are hundreds 
of final products, defined by length, width and diameter, as well 
as remanufactured products, Sales and production departments 
communicate directly, so that orders can be assigned to specific 
sawmills, and then go on to the drying and sanding processes. 
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In contrast, coordination of timber inputs is ad hoc. Sawmills 
take log input for granted and forests plan the type and volume 
of logs to send to each sawmill based on general notions, such 
as, "send thicker logs to such-and-such” a sawmill. Short-term 
harvesting and distribution need to become more integrated into 
sawmill planning and production. 

А linear programming model was developed to optimize the assign- 
ment of specific tasks for each sawmill and other processes over а 
six-week horizon, given orders (local market and exports) and log 
inflow to mills. A prototype test was carried out, where data for 
expected sales and log stocks at sawmills was input manually. 


Results of the test were successful, showing a better use of logs and 
satisfaction of orders, as the model fully exploits the characteristics 
and relative advantages of each sawmill. However, the model has 
not yet been implemented, as the firm is developing a data system 
to feed on-line information on sales and log movements directly 
into the model. Given the high quantity of data involved, trying 
to feed data into the model manually in a real daily to weekly 
planning situation is unrealistic 

The model basically follows the flow of logs as they are processed 
by the sawmill, as shown in Figure 13.3 with flow conservation and 
transformation, Decision variables start with the selection of logs 
to be used, from among those available in stock. In the primary 
sawmill process, a simulation model embedded as a subroutine 
determines probabilistically the expected number of specific pieces 
to be obtained for each cutting pattern. The user specifies a certain 
number of possible cutting patterns and the model selects specific 
cutting patterns to be used. In a similar way, decisions in the 
model are formulated for secondary processes, drying, sanding, 
use of third-party processes and purchases, and the transportation 
of products. 

The resulting LP model is a standard one, with a large number of 
constraints and variables, due to the many different processes in- 
volved. Different options for logs sent to sawmills can be analyzed 
by running the model with several log stocking options for each 
mill 


The model is designed to run on a weekly rolling-horizon basis. 
Each week, information is added on new orders and past produc- 
tion. While adding new orders to sawmills (within their capacities) 
causes no problem, as a rule taking away orders not yet produced 
is not considered an acceptable practice, so the model inputs exist- 
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Figure 12.3. Diagram of the Sawmilling Process 
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ing assignments from previous runs and imposes a heavy penalty 
оп such modifications. Some parameters are difficult to determine, 
e.g., the time required for different sawmilling operations, which 


in strict rigor depends on the surface and length of boards. 


Since these parameters were not well-known, we used estimates 
based on average performance. The model used only user-selected 
cutting patterns. A column generation process, similar to the one 
used in OPTICORT, could be added in the future. 

The largest sawmill company in Chile schedules transportation 
of end products to clients using a modified version of ASICAM. 
They report significant savings, as well as better performance, by 
using computerized decision models to coordinate transportation. 
The company decided to incorporate this tool after its successful 
experience with forestry operations. 


d. Remanufacturing plants are usually located near sawmills. They 
receive as inputs high quality pieces from lateral stock, in given 
sizes, e.g., 20 cm x 6 cm x 0.8 cm, and process them into specific 
products used in carpentry, housing, furniture and industry. There 
is a specific demand for these products, which are both exported. 
to meet specific contracts and sent to local markets. 


e. Other plants, of secondary value in monetary terms, take in tim- 
ber products and by-products like chips and sawdust to produce 
products such as fiber board for local markets and export. 


f. Pulp plants are the core of the operation, financially. Logs are 
fed into the mill, which needs constant input. As mentioned, pulp 
mills take in thinner, less valuable logs normally, but if needed to 
satisfy mill demand, thicker logs may also be used, at a loss. Pulp 
plants are located on the coast, as they need a lot of water and 
waste disposal possibilities. Presently, reprocessing within plants 
allows for relatively clean residues. Moreover, being near ports 
reduces transportation costs, as most of products are exported. 
Pulp mills produce pulp, which can be exported directly, or sent 
to a local plant to be transformed into paper. There are different 
qualities of paper: newsprint, wrapping, etc, which go through 
different processes and plants before being sent to market 


в. Paper Plants use pulp to produce paper by chemical processes. 
Other plants use a mechanical process to produce paper directly 
from logs, then sell it on local and international markets. Typically 
newsprint is produced this way. 
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h. Plywood Plants are increasing in the Chilean forestry sector. 
New plants produce high quality plywood oriented for international 
markets. 


5. Description of the Supply Chain 


We have described the supply chain for forestry firms with its ba- 
sic elements: harvesting, plants, sawmills, stockyards and the exit from 
the supply chain through ports for export or local markets for the di 
ferent products in the chain: logs, lumber, manufactured pieces, other 
products, pulp and paper. 

At most stages, mathematical models play an important role in de- 
cision making. It has been shown that the use of systems based on 
operations research models can bring significant improvement to each 
of the processes described. These systems won the 1998 Edelman Price 
of INFORMS, the US Society for Management Science and Operations 
Research (Epstein et al. 1999), 

There are significant differences with typical supply chains, as de- 
scribed in Simchi-Levi et al. 2000, for example. One difference is owner- 
ship. Third parties along the chain exist (owners of timber land, mills, 
kilns, etc.) but play a relatively minor role. The main processes in the 
chain, i.e., timberlands, sawmills, and pulp mills, belong legally to dif- 
ferent firms, and are operated by independent management; but, since 
they belong to the same holding company, management coordinates the 
different firms. Of particular interest is setting transfer prices along the 
chain; these are decided at the corporate level. It should be noted that 
the high cost of log transportation creates certain monopsonies in tim- 
ber purchasing. As we will discuss, some links between supply chain 
components are weak, particularly the transmission of information and 
coordination of decisions. Figure 134 summarizes the physical supply 
chain. 

The arcs joining processes correspond to transportation activities 
Stocks are held at most stages. In the forest, standing timber in mature. 
ble areas can be treated as inventory, which can be obtained 
ng at any time. The policy of a Brazilian firm, Aracruz, is 
to leave a minimum amount of standing timber in easily accessible areas 
as safety stock. There are also small stocks of felled trees in the forest, 
usually to start daily operations. 

Stockyards store timber, mostly from summer to winter. Stocks in the 
form of logs of the necessary size are held at the different sawmills and 
pulp plants before processing. These safety stocks, which cover needs 
from several days to weeks, are not used to cover demand uncertainty, 
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but rather to cover for poor weather or other contingencies that may 
hold up log supplies. Another reason for the stocks is the need to cover 
for weaknesses in coordination. 

Stocks of intermediate products are held in the sawmilling process, 
before drying and sanding for example. Finally, stocks of final products, 
from logs to manufactured products, are also kept, before shipping. For 
example if we consider a ship to be loaded with 20,000 m° of different 
products: given the speed of harvesting and transportation, stocking of 
products at port should start ten days before the ship arrives. 

In this case, stocks and production along the supply chain are driven 
by demand information, which is relatively reliable. This means the 
Bullwhip Effect (Lee et al. 1997) is not an important factor. Demand 
uncertainties usually arise from spot sales, which are transmitted im- 
mediately to the plants. For their part, forest operations are flexible 
enough to react to modified orders when needed. Moreover, downgrad- 
ing, the practice of using thicker logs when thinner logs are unavailable, 
also adds flexibility to plant supply (Gavirneni et al. 1999). 

It is important to consider the level of information and coordination 
quality in the supply chain. Following the description in Figure 13.1 we 
can point out the weaker points in the chain: 


a. Improvements in the daily coordination of timber harvesting and 
transportation to first destination would strengthen the integration 
of both activities. In this form, jointly planning daily production 
and transportation would improve the overall process. 


b. There is little coordination between decisions on harvesting to sup- 
ply logs to sawmills and the processing required to satisfy known 
demand for sawn products. A proposed model that integrates these 
two aspects is presented in Lidén and Rönnqvist (2000). It is im- 
portant to integrate the decisions of log supply to sawmills with the 
demand for end products and mill processes, to maximize overall 
revenue, including timber value. 


c. Sales demand and sawmill planning are poorly integrated, given 
the rudimentary, manual planning process presently used. A model 
to better coordinate sales and sawmill production was described 
above. 


d. Transport decisions, aside from their lack of integration in harvest- 
ing, are not carried out in real time, leading to loss of flexibility. 
‘The main advantage of real time scheduling would be "just in time" 
dispatching from the forest, as timber availability, communicated 
їп real time, makes it possible to reschedule trucks and harvesting 
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during the day in response to new requirements. Technology in 
data transmission allows these improvements, and some prelimi 

nary efforts in this direction have been carried out in several coun- 
tries with promising results, Rónnqvist and Ryan (1995) report 
оп one case in New Zealand where a real time decision model to 
schedule trucks was used for a short period, but later abandoned 


Conclusion 


We have described the physical supply chain in the case of Chilean 
forestry firms and discussed the use of models and computer systems at 
different stages, as well as the weak coordination between some stages. 

If we look at a desired future system, with proper technology the 
whole supply chain could be linked in real time, integrating daily forest 
harvesting and transportation, short-term sawmill processes, scheduled 
sales, and log supply. 

Bar codes on logs being loaded into trucks, containing specifications 
(length, diameter) and transmitting data instantaneously to a central 
scheduling office would keep track of logs throughout the process, per- 
mitting integrated decisions on harvesting, tree bucking, and transporta- 
tion in real time. On a daily basis, it would also make sawmill handling 
more integrated and flexible. Given how the price of the necessary tech- 
nology (GPS, GIS, and data communication) is falling, at least some of 
these technologies will likely be applied in the near future 
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Я Introduction 


A supply chain is a network of firms, activities, organizations, and 
technologies that performs the functions of procurement of material from 
vendor firms, transformation of this material into intermediate and fin- 
ished products and the distribution of these finished products to cus- 
tomers. It is often easy to identify a supply chain in a manufacturing 
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enterprise, although the complexity of the chain may vary from industry 
to industry or even company to company. As an example, a wine pro- 
ducer has several sets of suppliers, with its vineyards, bottlers, cork and 
carton manufacturers and so on. These firms ship to the winery. Once 
the wine has been made and aged, the winery supplies a set of custome 
consisting of retailers, pubs, hotels, wine-bars, as well as the ultimate 
consumers ordering via the Internet. In the book publishing industry, 
Barnes and Noble uses more than 20,000 suppliers, consisting of major 
publishers to small University presses, to stock over one million books at 
their Jamesburg, NJ distribution center. The distribution center replen- 
ishes retail locations daily based on point of sale data transmitted by 
stores. On the other hand, Barnes and Nobles Internet fulfillment center 
(bn.com) stocks and replenishes over one million books for immediate 
delivery to the customer. 

As the above examples indicate, a supply chain consists of a number 
of entities interacting with each other in complex ways. A supply chain 
could have vendors; International Purchasing Organizations (IPOs) to 
procure raw materials; a variety of transportation options to ship them; 
numerous ways to produce the product; and finally several channels to 
distribute the product. Any firm can do some or all of these operations 
in-house or decide to outsource them, typically to Third Party Logistics 
GPL) providers. One can also imagine the innumerable number of flows 
within and across these entities-the flow of product from the supplier 
organizations to the point of sale; the flow of information between sup- 
ply chain entities such as orders, tracking requests, etc.; there are cash 
flows including invoice preparation and transacting payments; there are 
process and work flows that manage operations between these entities 
and finally intra-firm collaborative teams constitute the people flows in 
the supply chain. 

Research in managing many of the flows described-popularly referred 
to as supply chain management (SCM)-has grown exponentially over 
the last decade. If one culls out the various research streams in SCM, 
they align themselves in one of five broad categories: (i) competitive 
strategy, (ii) costs and benefits of information sharing, (iii) managing 
product variety (via product postponement), (iv) supply contracts, and 
(у) the economics and logistics of network location and optimization (for 
а comprehensive review of the literature, see Ganeshan et al, 1998). 
Our emphasis in this research is to study the importance of inforn 
tion sharing in a complex supply chain. Specifically, as ensuing section: 
will describe, our supply chain consists of four echelons with many en- 
tities in each echelon: the supplier, the plant, the distribution centers, 
and retail outlets. Within this framework we study, through a 
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tion model, how collaborative planning, be it for forecasts, production 
plans, or replenishment between pre-determined entities of the supply 
chain produces value to the firm, the customer, and ultimately to the 
shareholder. 

The idea behind supply chain management is to view the chain as 
a total system, and to fine-tune the decisions about how to operate 
the various components (firms, functions, technologies, and activities) 
in ways that produce the most desirable overall system performance in 
the long run. Doing so is extremely difficult due to the number and 
complexity of the decisions to be made, as well as the inter- and intra- 
organizational issues that must be addressed. Herein lies the dilemma 
for today's researchers. Should one model the complexity of the realis- 
tic supply chain? Doing so will, in all certainty, make the problem at 
hand intractable. On the other hand, one can simplify the models to get 
some key insights but run the risk of diluting the richness of the model 
to such an extent that it cannot be extrapolated to "realistic" scenar- 
ios. Simulation often provides the right middle ground to analyze such 
complex models. Although simulating the supply chain we are about to 
describe in this paper is quite a difficult task, it nevertheless provides 
us with a tool to analyze the impact of relevant parameters on supply 
chain performance 

The bulk of SCM research on the costs and benefits of information 
sharing, at least in the operations management realm, studies it from a 
myopic perspective. Specifically, since modeling the entire gamut of enti- 
ties in the supply chain — i.e., from the suppliers to the end customers — is 
intractable, researchers often resort to stylistic models to study the costs 
and benefits of information sharing. The supply chain structure typi- 
cally consists of arborescent structures typically limited to two echelons, 
a system of order transmission between these echelons (such as the re- 
order point system), and a simple, often inventory-related cost structure 
that encompasses the two echelons. The results and insights are often 
studied within these stylized environments (for a good overview on the 
modeling approaches see Tayur, Ganeshan, and Magazine, 1998, pages 
337-465). Although such models are very practical, and are effective in 
providing insight into inventory-related supply chain performance, their 
primary shortcoming arises from the fact that their results, barring a few 
exceptions, cannot be easily extrapolated to realistic supply chains. Our 
objective in this chapter is to evaluate the value of information sharing, 
especially through simulating emerging supply chain initiatives such as 
Collaborative Planning, Forecasting, and Replenishment (CPFR), in a 
realistic supply chain, We base our analysis and results on data collected 
from a Fortune-S00 company. This chapter, in addition to simulating 
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CPFR in realistic situations using realistic data, is unique in two other 
ways: one, we use the three key dimensions of supply chain performance. 
oft-cited in the literature but seldom used together-customer service. 
time, and shareholder wealth. Second, as the methodology section will 
illustrate, our simulation includes most of the relevant costs and con- 
straints, and captures the essential elements of product, information, 
and cash flows in a typical fast-moving consumer-goods supply chain. 

The remainder of this chapter is organized the following way. In sec- 
tion 2, we will present the research hypothesis and the relevant perfor- 
mance measures we will be using. Section 3 describes our data, Section 4 
the supply chain simulation and the methodology, and finally in Section 
5 we provide a discussion and conclusions. 


2. Research Hypothesis and Performance 
Measures 


Research on information sharing in the supply chain was initiated by 
Forrester (1961) who demonstrated that information in a supply chain, 
such as orders, propagates upstream with increased volatility. Recently 
Lee, Padmanabhan, and Whang (1997a & b) have christened this phe- 
nomenon the “Bullwhip” effect. The bullwhip effect has the negative 
impact of increased inventory levels or large stock-outs for SKUs whose 
demands are volatile at the customer level. In an effort to curb the bull- 
whip effect, and to improve working capital efficiency, several firms have 
initiated programs that work towards sharing forecast and other plan- 
ning information (for a discussion see Lee, Padmanabhan, and Whang, 
1997а). The premise, of course, is that centralizing demand information 
will make all plans in the supply chain react to the same data, miti- 
gating the bullwhip effect (Chen et al., 1998) and improving working 
capital efficiency. One example of such an information-sharing initiative 
is Vendor Managed Inventory (VMI). Under this initiative, the supplier 
or vendor is empowered to monitor and eventually replenish the cus- 
ing to pre-determined contractual agreements 
company examples include Barilla SpA (sce HBS Case: 9-694- 
046) where inventory levels substantially reduced while maintaining high 
item fillcrates. Clark and Hammond (1997) show that the use of VMI 
in Campbell Soup has provided better performance gains. An example 
of vendor managed inventories in the grocery and consumer products 
industry commonly referred to as Continuous Replenishment Programs 
(CRP) is Pillsbury. The frozen foods division of Pillsbury maintains and 
monitors product and inventory flows to downstream retailers, such as 
Kroger and HE Butt (Long, 1999), enhancing inventory performance. 
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Efficient Customer Response (ECR) is another initiative to reduce 
volatility and uncertainty, primarily in the grocery industry. A key idea 
in ECR, in addition to reengineering the order management processes, 
involves sharing point-of-sale data between various links in the supply 
chain, enabling better replenishment, assortment planning, product in- 
troductions and promotions. Sharp and Hill (1998) estimate that ECR 
could potentially save more than 6% of sales in logistics costs and around 
41% reduction in inventories for the grocery industry. Several other in- 
dustries have adapted ECR to fit their unique needs: quick response 
(QR) in the apparel industry; efficient foodservice response (EFSR) їп 
the foodservice industry; and efficient health consumer response (EHCR) 
in the medical/hospital supplies industry. All these initiatives have а 
common theme-share real-time information to improve working capital 
efficiencies and speed the product to the customer. 

All the initiatives described above require some sort of technology to 
exchange information, which is typically done through Electronic Data 
Interchange (EDI) protocols. However, with the advent of the WWW, 
collaborative planning of forecasts and inventory replenishments (popu- 
larly called CPFR) can be done via the Internet. Initiated by the Vol- 
untary Inter-industry Commerce Standards (VICS) association, CPFR 
promises a new business model the central theme of which is for busi- 
nesses to align processes and standardize technologies to share forecast 
and other planning information securely, simultaneously, globally, and in 
real-time (see for example White, 1999). The key idea behind the CPFR 
initiative is that trading partners, e.g., the retailer and the manufacturer, 
collaboratively create forecasts (see Figure 14.1). Both the retailer and 
the manufacturer collect market intelligence on products; the retailer 
provides information on marketing programs, ete., and shares it in real- 
time over the Internet. In most cases, the retailer owns the sales forecast. 
If the manufacturer agrees with the forecast, automatic replenishments 
are made to the retailer via predetermined business contracts in order to 
maintain a specified inventory or customer service level. If the manufac- 
turer and retailer cannot agree on the forecasts or if there are exceptions, 
such as an unusual demand season or a store opening, the forecasts are 
reconciled manually. The trading partners must agree on several key is- 
sues prior to implementing CPFR, such as how to measure service levels 
and stock-outs, how to set inventory and service targets. As the rela- 
tionship develops over time, the retailer and manufacturer may jointly 
redesign key business processes in order to improve system performance. 
Several pilots of the CPFR business model are underway that allow re- 
tailers (e.g., Wal-Mart) and vendors (¢.g., Lucent and Sara Lee) to “share 
information regarding key planning parameters (i.e., promotions, store 
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Figure 14.1. The CPFR Process 


openings etc.) impacting forecasts; and communicate/resolve variances 
within item level forecasts.” (from www.cpfr.org). 

In contrast, in the ROP procedure, retail level planners collect prod- 
uct information and marketing programs at the store level (see Figure 
142). Combining that with the point-of-sale (POS) data, item-level fore- 
casts and event calendars that record promotion dates, special marketing 
programs, etc., аге generated. Based on inventory and/or service level 
targets, the forecasts and the corresponding errors are used to generate 
reorder points. When inventory of a specified item reaches the reorder 
point, the retailer places an order to the manufacturer. If the product 
is available, it is shipped to the retailer; if not, the retailer will look for 
alternative solutions to replenish the item. The manufacturer, on the 
other hand, collects product knowledge and marketing programs of ma- 
jor retailers from public sources. Based on retailer orders and historical 
shipment information, the manufacturer generates a forecast by item, 
and in most cases, by retailer. These forecasts also drive the production 
of the items, 

The research literature has little, if any, systematic process to deter- 
mine the benefits of the CPFR process. Our intention is to simulate 
the process and compare it to traditional ordering and planning mech- 
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Figure 14.2. The “Traditional” Reorder Point Process (ROP) 


anisms, specifically the reorder point system (ROP). We will measure 
performance on three dimensions - customer service levels (fill-rates), 
Shareholder Value (as Economic Value Added (EVA)), and the time 
dimension (as Supply Chain Cycle Time). 


2. Performance Measures 


Fill-rate: The firm in question, as the Data section will show, has six 
distribution centers (DCs) supplying to sixty-three retail markets. An 
overall fill-rate is computed using the volume-weighted average of the 
fill-rates at each of the DCs (for a similar measure, see Deuermeyer and 
Schwarz, 1981). 


Economic Value Added (EVA): Since we do not model market forces and. 
stock prices, we use the EVA, a measure developed by Stern Stewart as 
a measure of shareholder wealth. This is simply the profit less the true 
cost of capital. The profit is just the revenue less all the relevant costs 
that are involved in operating the supply chain. Capital is all the in- 
vestment outlays incurred-including all infrastructure and technologies 
used in the supply chain. 


Supply chain cycle time: This is defined as the total time spent by a 
product in the supply chain. It includes time at the supplier warehouse, 
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transit to the plant, as raw material, WIP, and finished goods in the 
plant, transit to the DC, as inventory in the DC, and finally in transit 
before it reaches the retailer establishment. Since there is more than 
опе entity in each echelon of the supply chain, time is just the volume- 
weighted average of the all the relevant times in a particular echelon, 


22 Hypothesis 


Our intention is to see if an information-sharing initiative such as 
CPFR has any tangible benefit for the above performance measures 
To do this we will compare it to a traditional “reorder point” (ROP) 
methodology. Under the ROP method, the downstream facility in the 
supply chain (such as a DC) will place an order to its trading partner 
(such as a manufacturing plant) when reorder points, set independently, 
for different products are triggered. On the other hand, under the CPFR 
initiative, the trading partners (the DC and the manufacturing facility) 
will plan the replenishment quantities together, i.e., share information 
about demands. While benefits of such information sharing initiatives 
are proven in stylistic models, they have not been confirmed in a re- 
alistic and complex supply chain as the one we are about to describe 
We would expect, even in the complex system, for CPFR to provide a 
higher level of fill-rate than the traditional reorder procedures. Formally, 


НІ: CPER produces a higher fill-rate than the ROP method. 


Since sharing of information produces better forecasts, the use of an 
information-sharing initiative reduces inventory in the supply chain. The 
hypothesis can be summed up as: 


H2: CPFR results in lower supply chain inventories than the ROP 
method. 


With accurate forecasts and low inventory, one can expect the supply 
chain cycle time or "response time" of the supply chain to be lower with 
the CPFR system: 


H3: CPFR results in a lower supply chain cycle time when compared to 
the ROP method. 


Finally, information-sharing initiatives are sustainable only if they add 
intrinsic value to the company and consequently to the shareholder. To 
the best of our knowledge, we have not seen the impact of information 
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sharing on shareholder wealth, even in simplistic models. Since the use 
of CPFR-like initiative reduces working capital by reducing inventories, 
опе would expect such initiatives to ultimately add shareholder value. 
Since we measure shareholder wealth by EVA, we frame the hypothesis 
as: 


H4: CPFR results in higher EVA when compared to the ROP method. 


3. The Data 


The data used to fuel the simulation model is adapted from the supply 
chain of a Fortune-500 consumer products company (see Table 14.1) 
To maintain confidentiality, we have masked the data. Specifically, we 
have changed the nomenclature of the supply chain structure, i.e., the 
names of the markets, DCs, plant, and the suppliers are not the same 
as the original company. However the relative magnitude of the data is 
preserved. We chose one product from a product family of household 
cleaners that typically sells for around $2/pound. 

The product in question can potentially be sold at retail locations in 
any one of sixty-three markets in the continental United States. These 
retail outlets are replenished by DCs via Less-Than-Truckload (LTL) 
shipments on a regular basis. Depending on the market location, and 
the supplying DC, the order cycle times (ie., time from the retail or- 
der to the point of fulfillment by the DC) to these retail outlets range 
from one to five days. The freight rates from the DCs to the markets 
range from 0.0466 to 0.16 $/pound shipped (the data tables are quite 
cumbersome-for the sake of brevity, we have chosen not to show it) 
We divide the year into thirteen accounting periods, and each of these 
periods has twenty operating days. The demand is seasonal, peaking 
during the Spring-cleaning season. 

Because of the large number of shipments to customers and the long 
distances to be covered, this company has several distribution centers 
(DCs). These are located in Los Angeles, California; Denver, Colorado: 
Dallas, Texas; Chicago, Illinois; Atlanta, Georgia; and Kansas City, Mis- 
souri. The cost structure is therefore piecewise linear, changing with 
the volume of product that is shipped through the DCs. The DCs 
are replenished through one of four modes of transport: Less-Than- 
Truckload (LTL), Truck Load (TL), Trailer or Container on Flat Car 
(TOFC/COFC), and Railbox Car shipments, each having a shipping 
capacity of 20,000; 40,000; 50,000; and 90,000 respectively. 

The product in question is produced in one manufacturing facility, 
located in Denver, CO. For the purposes of this study, we assume that 
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Table 14.1. "The Data 


the Denver manufacturing facility has enough capacity to satisfy the 
downstream demand. The initial investment to build and get the plant 
running was $13 million. Once the product is produced, it is stored 
in an “out-bound” plant warehouse (different from the DC) adjoining 
the facility. The operating economics of the plant-warehouse are, as 
before, piecewise linear and depend on the throughput. The product 
requires three raw materials, Cans/Bottles, Corrugated, and Chemicals, 
that make up 10, 30, and 60 percent of the product. Each of these 
raw materials is sourced from three major suppliers, located along the 
Gulf Coast and the Mississippi river. Each of these suppliers charges 
a different price, based largely on the quantity that is ordered and the 
delivery performance that is promised. The shipments from each of these 
suppliers to the Denver plant can be made through four available modes 
of transport-LTL, TL, COFC/TOFC, and Rail Boxcar. The freight 
rates, mean and standard deviation of transit times for these modes are 
also available to us. 

Describing our data requirements in such detail, we believe, is valu- 
able in two respects: one, it provides the reader with a list of data 
requirements that will be needed to simulate a realistic supply chain. Of 
course such data requirements will not be homogenous from company to 
company, but we believe that most retail distribution channels for fast 
moving consumer goods are likely to have similar data needs. Second, 
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the reader can perhaps appreciate the difficulty in obtaining the data to 
simulate a supply chain. Even the addition of new transport modes to 
the analysis will exponentially increase the data needs! 


4. The Simulation 


Simulating a complex chain is obviously a difficult endeavor. To accu- 
rately capture all the costs and constraints and to appropriately model 
the CPFR business model, we wrote our own simulation routines in Vi- 
sual Basic, a programming platform for the Windows operating system. 
Figure 14.3 shows the general outline of the simulation. For the purposes 
of brevity and to enhance clarity, we keep our explanation of the details 
of the simulation to a minimum. The simulation first reads all the data 
required for a run. This includes the products, markets, and sales data; 
detailed data on the operating economics of each facility in the supply 
chain; the freight options, cost structure, and delivery performance of 
each of the transportation modes. We then input the structure of the 
supply chain, ie. market, DC, plant, and supplier locations, and the 
corresponding arcs that connect these “nodes” in the supply chain. The 
underlying data and the supply chain structure will remain constant 
across different simulation runs. 

Our planning horizon is thirteen periods (one year), each period con- 
sisting of twenty days. The simulation begins by forecasting the demand 
for each period at each of the DCs. The total average demand for each 
market is known, and therefore the annual average demand on each sup- 
plying DC is also available. Based on seasonality of each period, the 
average demand for each period in each DC can also be computed in 
a straightforward way. We use the following procedure to “simulate” a 
forecast in each of the periods at the distribution centers (see also Srid- 
haran and Berry, 1990) 


Forecast in period t = Sales in period ¢ + forecast error, 


where the forecast error is assumed to be a normal variable with mean 
zero and a variance, 02, that is estimated from company data as (see 

Stenger, 1994) а5°, where S; is the average sales in period i, and а and 

bare positive constants. 

Under a traditional reorder point system (КОР), the planner at the. 
DC will use the forecasted demand, forecast error, on-hand inventory, 
scheduled receipts, transport mode characteristics (lead-time performance. 
and lotsize) and a pre-determined fill-rate target to compute reorder 
points via well-known inventory methods (see Silver and Peterson, 1987, 
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Figure 14.3. Simulation Overview 


pages 269-276). An order is placed as soon as the inventory level reaches 
the reorder point. The supplying plant will then fulfill the order via its 
plant warehouse on the chosen mode of transport. If sufficient inventory 
is unavailable, the shipment is delayed until the appropriate lot-size (for 
the chosen mode) is available. The supplying plant warehouse, in turn, 
forecasts the orders it receives from the DCs. To simulate this, we use 
exactly the same procedure as in the DC forecasts, i.e., perturb the real 
orders with a pre-determined error component. 

Under the CPFR type system, however, the plant (Denver in our case) 
has perfect visibility of the DC needs. This is achieved via a common 
planning database the firms share over the Internet. Аз in the ROP сазе, 
the DCs plan period-by-period product needs so that a pre-determined 
fill-rate is met. However, with CPFR, the plant and the DCs jointly plan 
the fulfillment of these needs. The plant-warehouse shipping schedule 
is achieved by first aggregating the DC needs in a given period and 
offsetting it by required transportation lead-time. 

‘The production plan over the planning horizon is then computed as 
the quantity required to satisfy the warehouse shipping schedule and the 
safety stock requirements at the plant warehouse. Once the production 
plans are known, a standard MRP procedure is used determine raw 
material needs and shipping schedules from the suppliers. At the end of 
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the "planning cycle" (beginning of every month) of the simulation, all 
plans-DC needs, plant warehouse shipping schedules, production plans, 
and raw material needs and shipping schedules are determined. 

Once the plans are laid out for the coming year, the simulation starts 
simulating material flow every day according to these plans, collecting 
supply chain performance data every day of the simulation. AII plans, 
from distribution, production, to raw material procurement are done 
using “averages,” for example, when doing MRP, the mean lead-time 
is used to generate schedules and so on. Therefore, as the simulation 
proceeds with specific instances of forecasts, production and transport 
lead-times, the plans tend to deviate from reality. So the simulation 
updates the plans (for the horizon) at the end of month, i.e., the DC 
forecasts are updated, ROP or CPFR is performed, production and raw 
material plans are generated and so on. In our simulation model, after 
ап initial warm-up period of three months, statistics are collected for 
three years to average random effects. Any product demand not satis- 
fied is backordered except at the DCs, where it is accounted for as lost 
sales (and consequently fill-rates are collected). The actual service level 
at each of the DCs; the average inventory levels; transit statistics; and 
the financial performance at each entity in each of the four echelons are 
the key outputs of the simulation. In addition, we also compute the 
following overall supply chain measures: 


Overall Customer Service level: Weighted average (by volume of product 
sold) of service levels at each DC. If p, is the service level at DC; and V, is 
the volume of product flow at ОС), then the overall service level is ру И; 


Economic Value Added (EVA): Profit - Cost of capital 


Profit = Sales — Operating expenses (including inbound, production, 
outbound distribution) 


Cost of capital = Cost of working capital (including inventory at various 
levels) + Cost of investment. 


Time through the supply chain: Weighted average by volume of either 
raw material, WIP, or finished goods of: 


Time spent in transit from supplier to the plant 4 Holding time in the 
plant (as raw material) + manufacturing time + holding time in the 
out-bound warehouse + transit time to the DCs + time spent in the 
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DCs + transit time to the customer. 


For example, there are six plant warehouse-DC links (one for every РС). 
The “transit time to the DCs” is the weighted average of transit times 
from the plant warehouse to the DCs, weighted by the volume that was 
shipped on each of these links. This measures the time dimension in the 
supply chain or the “responsiveness” in the supply chain. 


5. Тһе Experiment 


Our intent is to test the impact of collaborative initiatives on supply 
chain performance under a number of different operating conditions. To 
do so, we constructed a full factorial design to evaluate our hypotheses 
via the ANOVA procedure. We have chosen to change the following 
parameters as we believe that these are the most typical operating ranges 
of this supply chain: 


a. Planning Options: CPFR or ROP. 


b. Forecast Errors: “High” or "Low." High corresponds to an “a 
parameter of 5; and Low to an “a” parameter of 3, with the pa- 
rameter "b" estimated at 0.8. This represents the typical range of 
values observed for the forecast errors. 


c. Service levels at the DCs: 90%, 95%, 99%. These are target fill- 
rates at the DCs. Effectively these are responsible for the appro- 
priate levels of safety stock at the DC location. 


d. Transport Modes: LTL, TL, TOFC/COFC, Rail Boxcar. 


е. Levels of Safety Stock at the plant warehouse: 0.5, 1.0, 1.5 weeks 
of supply. 


f. Average Levels of Demand: 45, 70, and 105 million pounds per 
year. 


There are a total of 432 parameter combinations. Each combination 
was run at least 15 times, more if there were any outlying runs, for a 
total of 6522 runs, 

We used SPSS v7.0 to analyze the outputs from these runs. To test our 
hypotheses, we use all the main effects and two significant interactions, 
Planning Options with Forecast Accuracy; and Planning Options with 
Fill Rates. We only report our key findings in this Chapter. For the 
interested reader, detailed analysis is available in Boone et al. (2000). 
ANOVA analysis shows that all the terms have a significant impact in 
determining fill rates, inventories, cycle times, and EVA. 
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Next, we proceeded to compare the mean levels of performance be- 
tween the CPFR and the ROP control methods. Table 14.2 illustrates 
the relative performance of CPFR over the ROP method. For example, 
using the CPFR method yields on average fill-rates that are 1.8% higher 
relative to the ROP method. The standard error is small enough to 
make this percentage difference significant. This seems to provide evi- 
dence for the first hypothesis that the use of the CPFR method produces 
a higher fill-rate for the supply chain. For our data, the difference in fill- 
rates translates to additional sales anywhere from 675,000 pounds of the 
product (at the 45 million pounds level of demand) to 1,575,000 when 
the demand is 105 million pounds. Therefore the use of CPFR becomes 
very important for high volume items. When forecast errors are higher, 
CPFR yields fill-rates that are 3.3% higher relative to the ROP measure. 
Again, the standard errors are small making the difference significant. 
This suggests that the impact of CPFR on fill-rate increases as forecast 
errors increase, further confirming the fact that the biggest benefits of 
CPFR are when forecast errors are high. 


Performance Improvement 

Performance Measure. fom using CPFR — | Standard Error 
Supply Chain Тїп тая < 059 
Supply Chain Inventory 1.94% < 0.3% 
Observed Fill Rates 180% < 01% 
EVA 5.99% <1% 


Table 14.2. Relative Performance of the CPFR Procedure 


The CPFR procedure uses on average 1.94% less inventory (signifi- 
cant at 99% confidence) relative to the ROP, confirming hypothesis H2. 
Herein lies the biggest impact of information-sharing initiatives—they 
increase the fill-rates while reducing inventories. This is possible be- 
cause the Denver plant has complete visibility of all the DC inventories. 
Therefore, Denver can plan shipping and production schedules more ef- 
ficiently. Additionally, when forecast errors are higher, the decrease 
5.80%, indicating again the magnified impact of collaborative planning 
in high uncertainty. 

CPFR procedure yields a cycle time that is on an average 1.74% less 
than that of the ROP procedure (significant at 99% confidence level), 
confirming hypothesis H3. The CPFR procedure warrants lesser in- 
ventory, and consequently a higher turnover ratio thus increasing the 
velocity of product flow across the supply chain. 

Finally, the biggest impact of CPFR can be seen in the increase in 
shareholder wealth as measured by EVA. The CPFR procedure yields 
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on average an EVA that is 5.99% higher than the ROP procedure 
nificant at 99% confidence), supporting H4. This difference can be at- 
tributed to the reductions in working capital and increase in revenues 
due to the CPFR procedure. At every entity, at each echelon in the sup- 
ply chain, there is (i) a reduction of inventory, (ii) faster turnover rates 
leading to lower operating costs (recall that at the DCs and plants, the 
fixed and variable costs are a function of the volume), and finally (iii) 
higher revenues brought about by higher fill-rates. However the effect 
of CPFR on EVA may be exaggerated by our assumption that CPFR 
costs are 0.5% of the sales. 


6. — Summary and Conclusions 


Our intent in this Chapter was to analyze in a systemic manner the 
benefits of information sharing mechanisms, specifically CPFR on four 
dimensions: fill-rates, supply chain inventory, supply chain cycle time, 
and shareholder value. We hypothesized that using CPFR increases 
margins and decreases working capital, consequently increasing fill-rates 
and EVA; and decreasing inventories and supply chain cycle time. We 
built an elaborate simulation of the supply chain, whose operations are 
adapted from a real company and uses real data. We then tested the 
impact of CPFR and the traditional ROP inventory planning method 
under a number of supply chain configurations and the subsequent anal- 
ysis led to the following findings. 


a. CPFR increases fill-rates: An increase in fill rates translates to a 
larger volume of product sold to the retail outlets thereby increas- 
ing the revenues and profit margins, due to lower costs. Addition- 
ally, the impact of CPFR is higher when the forecast errors are 
higher. 


b. CPFR decreases supply chain inventories: At the plant-DC level, 
joint planning reduces any inventories that are used to buffer the 
added uncertainties that ROP systems warrant. This implies the 
plant will not have to inflate its production schedules to meet 
this excess inventory. This in turn impacts procurement of raw 
materials-plants with realistic schedules demand lower quantities 
and consequently hold lesser amounts of cycle inventories of raw 
materials in their warehouses. All this reduces the overall inventory 
level in the supply chain. Furthermore, the reduction in inventory 
is greater when the forecast errors are high. In certain industries 
with high uncertainty, like fashion goods, collaborative planning 
mechanisms can make a significant impact on reducing inventory 
levels. 
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с. CPFR reduces supply chain cycle time: The reduction of inventory 
in the entire pipeline increases the number of turns and hence 
speeds up the flow of the product from the raw material to the 
retail outlets. Hence CPFR leads to a time-compressed and a 
responsive supply chain. 


d. CPFR increases shareholder wealth: High fill-rates and low inven- 
tories lead to higher margins and lower working capital, increasing 
EVA. 


Although our research shows that collaborative planning has a sub- 
stantial impact on the firm, we have not considered any implementation 
issues. We simulate the supply chain under the assumption that CPFR 
process can be easily implemented. This is not always the case as the 
CPFR system is not always quickly or easily adopted. The premise 
that real-time data shared and planned together will benefit both 
parties. Several firms may not be willing to share sensitive sales or fi- 
nancial data. Furthermore, implementation of collaborative practices 
requires collaboration-support technology such as EDI, e-commerce ap- 
plications, front-end and back-end application servers, and the appropri- 
ate databases to feed these collaborative-support technologies. It is easy 
to confuse the technology with ‘collaborative planning’, but the success 
of any partnership depends on the ability to use information, not having 
access to it. This would mean setting up joint teams between trading 
partners to analyze the data and to make joint decisions on demand, re- 
plenishment, and production in such a way that it benefits all involved, 
The role of the forecasting/logistics divisions of a firm will find itself 
in a different role-as partner and collaborator-but will make similar 
decisions: forecasting, safety stocks, production and shipping schedules, 
etc. 

There is no simple formula to effectively implement CPFR initiatives 
їп a firm. As Austin (1998) suggests, firms should use a three-pronged 
approach. First, a firm should evaluate the risk and rewards of a collab- 
oration initiative. Much like the simulation described in this chapter, 
a firm can access the cost of implementation and the potential ben- 
efits of a collaborative initiative. Second, there is a need to reshape 
relationships between trading partners. Relationships between compa- 
nies should move from just electronic transaction-be it over EDI or 
the Internet-to a more interactive one with the customer perspective in 
mind. Issues of trust and goodwill need to be addressed explicitly before. 
the collaborative arrangements are undertaken. Third, as the nature of 
collaborative agreements change with time and with the improvement 
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of technology, firms should make it a priority to reevaluate and execute 
newer and more effective collaborative agreements. 

Future research can focus on the feasibility, costs, and benefits of 
CPFR and/or other information sharing agreements in other industries, 
especially in high technology and fashion industries, where compressed. 
product life cycles and high uncertainties often lead to operating inefi 
ciencies in the supply chain. 
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